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CONTINUING OVERSIGHT ON INTER-
NATIONAL COOPERATION TO MODERNIZE
FINANCIAL REGULATION

TUESDAY, JULY 20, 2010

U.S. SENATE,
SUBCOMMITTEE ON SECURITY AND INTERNATIONAL TRADE AND
FINANCE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met at 10:05 a.m., in room SD-538, Dirksen
Senate Office Building, Senator Evan Bayh (Chairman of the Sub-
committee) presiding.

OPENING STATEMENT OF CHAIRMAN EVAN BAYH

Chairman BAYH. Good morning, everyone. I am pleased to call to
order this Subcommittee hearing entitled, “Continuing Oversight
on International Cooperation to Modernize Financial Regulation.”

I want to thank and welcome my colleague, Senator Corker, and
others who may be in attendance shortly. I know the issue of finan-
cial regulatory reform is very important to Bob and we have had
a lively and productive discussion at our previous hearing on this
issue that I look forward to building on today.

To our three witnesses, I want to say welcome and thank you for
appearing. I know you are very busy and have a lot of other issues
on your plate, so I appreciate your accommodating our Sub-
committee today. To some of you, it is welcome back. We appreciate
your appearing once again. And I want to thank you for your work
that is underway to harmonize international financial regulations.

We have a new addition to our witness list since our last hearing
the Honorable Lael Brainard. Lael—I hope I pronounced that cor-
rectly—was confirmed as Under Secretary of International Affairs
to the Treasury Department. Lael, the way Congress is working
these days, getting confirmed to anything i1s a major accomplish-
ment, so I want to express my thanks for Congress acting in that
area. My compliments to you for surviving the gauntlet, so we ap-
preciate you being here today. This is her first hearing in front of
this Subcommittee and before the Banking Committee, so I want
to welcome her to the Subcommittee and to our continued dialogue.
I look forward to her testimony as well as the testimony of our
other esteemed witnesses.

Before we turn to the panel, I would like to give some brief re-
marks and invite my colleagues to do the same if they so choose,
and Bob, I think probably the best ground rules will be 5 minutes

o))



2

with a lot of leeway, of course, and then when we turn to questions,
maybe 5 minutes and a second round, if that is in order.

And I would say to our witnesses today, all of your statements
will be entered into the record in full, so if we can keep it to about
5 minutes, that will be good and we can get to the questions and
answers. But all of your thoughts and your prepared statements
will be entered for the record, so please don’t worry about that.

Welcome to Senator Warner, as well.

Last September, this Subcommittee met to discuss a critical but
often overshadowed component of financial regulatory reform: The
international efforts to harmonize and implement financial regula-
tions. As I said then, quote, “We live in an interconnected global
economy, and as we have seen, that means interconnected global
problems. Vulnerabilities and gaps in financial markets abroad can
impact us here at home. The reverse is also true. Any reform or
rules we enact here at some level should be matched or harmonized
abroad to ensure capital does not gravitate to the lowest common
denominator,” end quote.

Immediately following the crisis, there was global consensus that
regulatory changes were needed to strengthen the foundation of
our markets and the global economy, and that those changes
should be harmonized to prevent regulatory arbitrage.

At our hearing last September, our leading representatives and
experts on international economic and financial affairs outlined
their priorities and the work underway to follow through on the
commitments made by global leaders at the G-20 meeting. They de-
scribed their roles on the Financial Stability Board and other inter-
national standard setting bodies and how effective those institu-
tions can and will be during this difficult process. We discussed
capital requirements, derivatives, accounting standards, and other
policy issues.

Nine months have now passed and there are important updates
in the area of financial reform. Most notably, Congress passed the
Dodd-Frank Wall Street Reform and Consumer Protection Act.
When President Obama signs the bill into law, we will become the
first country to adopt comprehensive financial regulatory reform
that meets the principles outlined at the G-20 meetings.

While the bill rightly focuses on reforming our domestic system,
it also includes an international provision that requires the Board
of Governors and the Administrative Office of the United States
Courts to conduct a study on international coordination relating to
the resolution of systemic financial companies under the Bank-
ruptcy Code and applicable foreign law.

Continued oversight by this Subcommittee and our progress to-
ward international harmonization will remain very important. In
fact, Senator Merkley and I filed an amendment that would make
these hearings mandatory. Though our amendment wasn’t included
in the final bill, I am pleased that all of you have been able to join
us today, and as long as we can count on you to continue making
the trips up to Capitol Hill on a regular basis, we should be just
fine.

Over the last 9 months, we have also seen significant and disrup-
tive international developments. The European debt crisis dem-
onstrated once again the interconnectedness of our global financial
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system. The Basel Committee released a draft proposal on capital
and liquidity requirements in December and met again last week
to continue its work on that critical issue. The EU has been work-
ing on legislative proposals on hedge fund and OTC derivatives
regulatory reform. And last month, Britain announced that it will
abolish its main financial regulator, the FSA, and consolidate its
authority into the Bank of England.

The G-20 met again last month in Toronto, and it appears that
much of the discussion focused on the global economic recovery and
the debate on fiscal austerity versus stimulus spending. I am hope-
ful, however, that our witnesses today will be able to provide some
insight on the discussions on financial regulatory reform that took
place at the summit.

We meet today to continue our dialogue on these important
issues to ensure that we do not lose any momentum or get bogged
down in the details as the financial crisis becomes, hopefully, a
more distant memory. We have asked the witnesses to provide up-
dates on the key priorities for international alignment and to ex-
plore what the consequences may be to the United States and our
financial institutions if international coordination is not achieved
in those areas.

As President Obama said last year, we need to foster an environ-
ment that encourages a global race to the top. Now that the legisla-
tive process is complete here domestically and we begin the process
of implementing the new reforms, we must ensure that other coun-
tries follow our leadership in lifting global financial standards.

I look forward to our witnesses’ testimony and to our discussion
to come.

I would now turn to my colleagues, starting with Senator Corker,
and Bob, once again, it is a pleasure working with you.

STATEMENT OF SENATOR BOB CORKER

Senator CORKER. Evan, always good to be with you. I thank you
for having the hearing and certainly appreciate each of you coming
here to talk to us today.

I don’t give long opening statements, but I will say that last
night, I spent a good deal of time meeting with someone in prepa-
ration for this meeting that I think is well respected by all three
of you and, I think, all three of us. His number one take-away from
what is happening right now is that as he sits down and meets
with foreign ministers, one of the things that they are doing is sort
of rubbing their hands and licking their chops at the fact that be-
cause of what we have done with the Dodd-Frank bill, there are
tremendous opportunities in the countries that they represent for
out-migration of jobs from our country, and also their ability, even
if those jobs don’t come there, their ability to actually expand their
ability to serve, especially in some of the Asian countries.

So as you testify today, and I am sure we are going to have a
lot of questions, I appreciate your insights, number one, on our
abilities to sync up as it relates to standards. I mean, the three of
you and others involved in these G-20 negotiations have a major
responsibility and it really affects all of us. Even in the smaller
rural areas of our districts or in States, what you are doing is going
to have a huge effect.
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And it is not just setting the standards, I think, and trying to
cause those to sync up. It is actually applying those. I think all of
us realize that there is a pretty big swath, a pretty big difference
between the way countries actually apply these standards, and in
that process, too, again, our country can become very noncompeti-
tive.

I don’t think any of us are going to know the real impact of the
Dodd-Frank bill until guys like you, the regulators, which this
2,300-page bill gave tremendous responsibility to, sort of ease
through—hopefully not ease through, but work through all the
many and various rulemakings that the bill really created.

But I certainly have a lot of questions for you. I thank you for
being here and just would say one more time, I know that you
know this, but all of us are hoping that you all will do an out-
standing job in these meetings because it is going to affect all of
us. Thank you.

Chairman BayH. Thank you, Senator.

Senator Warner.

STATEMENT OF SENATOR MARK R. WARNER

Senator WARNER. Thank you, Mr. Chairman, and I will also try
to be brief because I am anxious to hear, as well, from the wit-
nesses.

A lot of the international conversations so far seem to be about
what is going on in Basel in terms of the capital standards, terribly
important, but the areas where Senator Corker and I worked on
this bill in terms of systemic risk, “too big to fail,” and resolution,
what I hope you will address, as well, is I had the belief, and I
think Senator Corker did, as well, that we wanted to have a pre-
ferred process for bankruptcy and resolution being only as a rem-
edy of last resort and a remedy that would be clear that if a man-
agement team went into it, they would not come out the other end.

The challenge as we kind of, and I am by no means an expert
on domestic bankruptcy, let alone international bankruptcy, but
the difference between how a bankruptcy fence goes in inter-
national countries is something that we clearly need if we are going
to have this preference, hopefully preferred preference toward
bankruptcy, how we align our bankruptcy provisions on these
internationally interconnected firms between American and inter-
national bankruptcy provisions, number one. It is something I
would love to hear some comments on.

And we did add in this legislation two new tools that I hope are
going to be very effective, but I think the jury is going to be out
based upon how well they are implemented both domestically and
internationally. One is the contingent debt and how contingent
debt would convert to equity, what would be the triggers, and
again, this is terribly important on internationally interconnected
firms so that if there is this conversion process taking place, you
don’t have trading between balance sheets of domestic versus inter-
national subsidiaries. This is an area that seems to have gotten
some growing interest on the international level.

And then what history may look back and say we were really
quite smart in putting into this legislation, or it may go into the
category of great ideas that never carried much weight, and that
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is the so-called “funeral plans” that are going to have to be blessed
by the council. It became evident in meetings with Senator Corker
and I during this where there were certain large interconnected or-
ganizations that came in during the midst of the crisis and basi-
cally said they couldn’t go through bankruptcy because they had so
many international operations and, in effect, I think, left the regu-
lators and left the Bush administration with very few choices.

How these funeral plans are going to be blessed, particularly in
terms of their international divisions and showing how they can or-
derly unwind themselves through a bankruptcy process, how that
is coordinated with the international colleagues, and then our
hopes, at least my personal hope would be that if firms can’t meet
that standard, particularly to our friends at the Fed, using this tool
in terms of signing off on these funeral plans and making sure
there is a real way and a clear path so that it can be used is some-
thing I am going to be anxious to hear and press you on in some
questions.

So again, thank you, Mr. Chairman, and again, echoing what the
others have said, we have got a framework here. How well this
framework gets implemented, both domestically but also inter-
nationally, I think is going to be one of the real challenges over the
next few years and look forward to working with you. Thank you.

Chairman BAYH. Thank you, Senator Warner.

We have a very distinguished panel. I will try and give brief in-
troductions to each. I think we will start right to left—well, from
our perspective. That would be left to right from your point of view.
So, Lael, I will begin with you and then conclude, Dan, with you.

Lael Brainard was recently confirmed, as I mentioned, as Under
Secretary for International Affairs at the Department of Treasury
by the U.S. Senate. Brainard advances the Administration’s agenda
of strengthening U.S. leadership in a global economy to foster
growth, create economic opportunities for Americans, and address
transnational economic challenges.

Most recently, Brainard was Vice President and Founding Direc-
tor of the Global Economy and Development Program at the Brook-
ings Institution, where she held the Bernard L. Schwartz Chair in
International Economics and directed the Brookings initiative on
competitiveness. Brainard received Master’s and Doctoral degrees
in economics from Harvard University. Lael, in our part of the
world, we refer to that as the Indiana University of the East——

[Laughter.]

Chairman BAYH. where she was a National Science Founda-
tion Fellow. She graduated with highest honors from Wesleyan
University. Lael, welcome.

Next, the Honorable Kathleen L. Casey. Ms. Casey is the Com-
missioner of the Securities and Exchange Commission and is the
SEC representative to the Financial Stability Board. Prior to being
appointed Commissioner, Ms. Casey spent 13 years on Capitol Hill
working for Richard Shelby, our colleague on the Banking Com-
mittee. She served as Staff Director and Counsel to the U.S. Bank-
ing, Housing, and Urban Affairs Committee for then-Chairman
Shelby. So in some ways, Kathleen, this is a welcome home to you.
It is nice to see that there is life after Capitol Hill.

[Laughter.]
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Chairman BAYH. Ms. Casey was primarily responsible for guid-
ing the Chairman’s and Subcommittee’s consideration of and action
on issues affecting economic and monetary policy, international
trade and finance, banking, securities, and insurance regulation,
transit and housing policy, money laundering, and terror finance-
related issues.

In looking at your background, Ms. Casey, I noted—am I cor-
rect—you were born in Libya?

Ms. CASEY. Yes.

Chairman BAYH. That is fascinating, another example of the in-
creased global integration. So welcome back to the Banking Com-
mittee.

Finally, the Honorable Daniel K. Tarullo. Mr. Tarullo is a mem-
ber of the Federal Reserve Board of Governors and he is a frequent
guest of this Subcommittee and the full Senate Banking Com-
mittee, so we welcome you back once again, Dan.

An expert in international finance and banking supervision, Mr.
Tarullo has published a book called, Banking on Basel. How far up
the Amazon Best Seller List did that make it, Dan? Just joking.

[Laughter.]

Mr. TARULLO. Not high enough.

[Laughter.]

Chairman BAYH. Probably further than my book, I will just say
that.

It is subtitled, The Future of International Financial Regulation.
In that book, he examined international banking regulations and
recommended improvements.

Prior to his appointment to the Board, Mr. Tarullo was a Pro-
fessor of Law at Georgetown University Law Center, where he
taught courses in banking law and international financial regula-
tion. Prior to joining the Georgetown Law faculty, Mr. Tarullo held
several senior positions in the Clinton administration. From 1993
to 1998, Mr. Tarullo served successfully as Assistant Secretary of
State for Economic and Business Affairs, Deputy Assistant to the
President for Economic Policy, and Assistant to the President for
International Economic Policy. He also served as a principal on
both the National Economic Council and the National Security
Council. Welcome back again, Mr. Tarullo.

Ms. Brainard, we will begin with you, and again, congratulations
on your confirmation and thank you for your courtesy in attending
the hearing today.

STATEMENT OF LAEL BRAINARD, UNDER SECRETARY FOR
INTERNATIONAL AFFAIRS, DEPARTMENT OF THE TREASURY

Ms. BRAINARD. Well, thank you very much, Chairman Bayh,
Ranking Member Corker, and Senator Warner. Thank you for the
warm welcome. And the questions that you all posed, I think, are
hard questions and questions that we are working very hard on
every day.

Tomorrow, President Obama will sign into law the strongest fi-
nancial reforms this country has seen since the Great Depression.
Thanks to the leadership of the President, Secretary Geithner,
Chairmen Dodd and Frank, and Members of this Committee, the
Dodd-Frank Wall Street Reform and Consumer Protection Act will
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lay the foundation for a sounder and more resilient financial sys-
tem. It will protect America’s long-term economic competitiveness.
It will help prevent future crises and it will promote stable and
sustained economic growth.

The challenge before us now is to ensure that the world stand-
ards are every bit as strong as America’s. In the wake of the most
globally synchronized financial crisis the world has ever seen, we
must develop the most globally convergent financial protections the
world has ever attempted.

Although global convergence will be critical in areas such as cap-
ital and derivatives regulation, our international efforts in other
areas may be equally well served by coordinating different ap-
proaches across nations reflecting deeply rooted differences in na-
tional structures and institutions. In those cases, the mechanism
that works best for other countries may not work best for the
United States, although we are all seeking to advance common ob-
jectives.

Let me speak briefly about the steps we are taking to ensure con-
vergence around the world, focusing on addressing too big to fail,
extending the perimeter of regulation, and establishing the right
global architecture.

Our international reform agenda is tackling head on the moral
hazard problem associated with firms perceived to be too big to fail.
A key lesson of the crisis is that more and higher quality capital
must be at the core of our reforms and that capital rules must be
harmonized internationally to be effective domestically. That is
why in Toronto last month, President Obama and other G-20 lead-
ers set the goal of ensuring that financial institutions hold enough
common equity to withstand, without Government intervention,
stresses of the magnitude seen in the last crisis, and they com-
mitted to reach a comprehensive agreement by November.

The Basel Committee on which Dan Tarullo serves is working
hard to establish common definitions of capital and risk weights
and to determine the necessary amount of capital and appropriate
liquidity ratio, along with specifying appropriate transition periods.

A second key component to ending too big to fail is to improve
market discipline on major financial players.

Stress tests can help. In the coming days, the Committee on Eu-
ropean Banking Supervisors will be releasing bank by bank stress
test results for the large cross-border European banking groups as
well as many smaller banks. While there is no one-size-fits-all ap-
proach to stress testing, with the appropriate assumptions and dis-
closures, this effort could help to strengthen bank balance sheets
in Europe, much as the SCAP did here in the U.S.

Third, the web of bilateral derivatives trades became, as you
know, a major source of contagion during the crisis. Our legislation
here will reduce this risk by requiring the central clearing ex-
change trading of standardized OTC derivatives as well as by su-
pervising and regulating all participants in these markets. Because
these activities are highly globalized, it is absolutely critical that
we work internationally, particularly with the EU, to make certain
that critical OTC derivatives market infrastructure is subject to
oversight in line with the strong standards adopted here in the
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U.S., which were also agreed in the G-20 and the Financial Sta-
bility Board.

Let me briefly speak about extending the perimeter of regulation
as well as making the system safe for failure. This is, of course, a
critical part of ending the moral hazard that afflicted the system
and we have a lot of work to do internationally to make sure that
other countries have the same strong resolution authority we will
have here and to work on cross-border resolution mechanisms, as
well as developing credible resolution plans.

So with regard to hedge funds, which is the one area I wanted
to touch on before I close, the perimeter of regulation must also be
extended to ensure strong oversight of these markets. We have
worked to ensure international agreement on the U.S. approach,
requiring advisors of hedge funds to register and report so that su-
pervisors can assess whether any fund poses a threat to the sys-
tem. As the EU works to establish similar requirements under
their Alternative Investment Fund Managers Directive, we are
going to make sure that U.S. managers and funds retain non-
discriminatory access to their market.

Let me just wrap up by saying that to accomplish these goals,
we have been working hard to improve the international financial
architecture. We have made the financial repair and reform agenda
a central pillar of our work in the G-20. The Financial Stability
Board in which all three of us participate was established to over-
see our collective efforts in the G-20 countries to identify
vulnerabilities in the global financial system, to promote financial
stability, and to encourage coordinated and comprehensive reforms.

So we appreciate the leadership of this Subcommittee on these
key challenges and we look forward to continuing working with you
as we engage with our international partners to match the strength
and sweep of U.S. reforms. Thank you.

Chairman BAYH. Thank you, Ms. Brainard.

Ms. Casey.

STATEMENT OF KATHLEEN L. CASEY, COMMISSIONER,
SECURITIES AND EXCHANGE COMMISSION

Ms. CAsEY. Chairman Bayh, Ranking Member Corker, and Sen-
ator Warner, thank you very much for inviting me to testify on be-
half of the SEC about international cooperation to modernize finan-
cial regulation.

While Congress has been considering the scope and specifics of
regulatory reform in the United States, discussions have been tak-
ing place in the G-20, the FSB, IOSCO, and other forums as to
what regulatory reforms might be desirable and how best to coordi-
nate such regulatory responses internationally. The G-20 has prov-
en helpful in forging a broad consensus about what major issues
should be addressed. Although the G-20 is an excellent vehicle for
discussion of the highest level policy objectives for financial regula-
tion, regulatory objectives are just that. Different jurisdictions are
likely to use different approaches in pursuit of those objectives.

In this respect, I would note that the relevant provisions of the
Dodd-Frank legislation are broadly consistent with the inter-
national principles articulated in the key areas of hedge funds,
OTC derivatives, and credit rating agencies, and provide the Com-
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mission with the requisite authorities to craft regulations con-
sistent with these principles.

Currently, I represent the SEC on the FSB alongside the other
U.S. Government participants, including the Federal Reserve and
the Treasury Department. While the FSB is useful as a discussion
forum to review broad trends affecting the financial system, the
real work toward building international regulatory-level consensus
and coordination rests with international technical bodies, such as
IOSCO, which has the expertise and regulatory authority to estab-
lish a coordinated approach to common regulatory problems.

As a securities regulator, the SEC has long been active in IOSCO
as a member of both its Technical Committee and Executive Com-
mittee. During my recently completed term as Chairman of the
Technical Committee, IOSCO took important steps in advancing
approaches to regulations in the areas of credit rating agencies,
hedge funds, OTC derivatives, securitization, and short selling.

I would like to briefly highlight some areas where there has been
some recent work at IOSCO, as well as other multilateral and bi-
lateral work that may be of interest to the Subcommittee.

IOSCO has continued its focus on hedge funds and short selling.
With regard to hedge funds, last year, IOSCO published a report
setting out six high-level principles for regulation of the hedge fund
sector and has sought to provide a coordinated basis for hedge fund
oversight by developing a common template to help regulators iden-
tify the types of information that could be gathered to assess pos-
sible systemic risk.

With regard to short selling, IOSCO has developed four prin-
ciples for the effective regulation of short selling and aims to iden-
tify opportunities for greater convergence in the implementation of
and assessment of the effectiveness of these principles. In addition,
IOSCO continues to monitor developments in short selling regula-
tion, allowing its members to better understand each others’ short
selling regulations.

The continued work on credit rating agencies and OTC deriva-
tives provide excellent examples of the interaction of the various
levels of cooperation among international organizations and na-
tional and regional authorities. With regard to OTC derivatives, in
March 2010, IOSCO, the

Committee on Payment and Settlement Systems, and the Euro-
pean Commission formed a working group to further the objective
to improve the OTC derivatives markets. And separately, in May,
IOSCO and CPSS issued two consultative reports containing pro-
posals aimed at strengthening the OTC derivatives markets on
CCPs and trade repositories.

With regard to credit rating agencies, national and regional ini-
tiatives have been taken or are underway to strengthen oversight
of credit rating agencies. In the U.S., the SEC has adopted or pro-
posed amendments to its rules on NRSROs in order to foster ac-
countability, transparency, and competition in the credit rating in-
dustry, as well as to address conflicts of interest. Likewise, many
other G-20 countries have also introduced or are planning to intro-
duce new regulatory oversight frameworks for CRAs. As a result,
the SEC, the European and Japanese securities regulators are en-
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gaged in talks to address significant issues that may arise as a re-
sult of differences among their new CRA regulations.

Moreover, in response to the FASB and G-20 recommendations
to review the use of ratings in the regulatory and supervisory
framework, national and regional authorities, including the SEC,
have also taken steps to lessen undue reliance on ratings and rules
and regulations.

In addition to our collaborative efforts with our counterparts in
I0SCO, the SEC is developing much stronger and more extensive
supervisory cooperation arrangements with a number of jurisdic-
tions.

In closing, I would like to briefly describe two additional initia-
tives, convergence and accounting standards and equity market
structure, where regulators and standard setters must bear in
mind the international repercussions of their work, but ultimately
must take decisions that comply with the demands of their unique
mandates.

In the accounting area, the SEC supports efforts of the FASB
and the International Accounting Standards Board to reduce dis-
parities in financial reporting standards through their Convergence
Agenda, this in support of the broader effort to develop a single set
of high quality accounting standards.

In the area of market structure, the Commission has begun an
in-depth evaluation of the current structure to ensure that U.S. eq-
uity markets remain fair, transparent, and efficient, and to date,
the Commission has proposed several rules, a concept release, and
held a roundtable. And I would also note that many of our inter-
national counterparts are considering similar topics.

In conclusion, increasingly, our success will depend on inter-
national consensus on fundamental objectives of securities regula-
tion. As regulators, it is essential that we bear these principles in
mind as they will help us support the strength of our own capital
markets. Thank you, and I would be happy to take any questions.

Chairman BayH. Thank you very much, Ms. Casey.

Mr. Tarullo.

STATEMENT OF DANIEL K. TARULLO, MEMBER, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. TARULLO. Thank you, Mr. Chairman, Ranking Member Cork-
er, and Senator Warner. It is good to be with you again to review
international developments in financial regulatory and supervisory
cooperation.

Since your last hearing in September on this subject, the inven-
tory of developments, proposals, and work streams has, if anything,
increased as the international standard-setting bodies have contin-
ued their work and the institutional evolution of the Financial Sta-
bility Board has produced some new ideas and initiatives.

In these opening remarks, let me confine myself to making three
points.

First, the Basel Committee effort to strengthen capital and li-
quidity standards has been moving forward since we talked about
it last in September, and I think it is on track to be completed this
year, though some of the hardest decisions are yet to come. The
market risk amendments have been completed and are now await-
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ing adoption in the various Basel Committee countries. The Basel
Committee put out for comment last December a collection of con-
crete proposals to strengthen the quality and quantity of capital
and to institute quantitative liquidity requirements. In the inter-
vening months, the effort has been to shape these various pro-
posals into a coordinated package of reforms, including assessing
their cumulative, quantitative, and macroeconomic effects.

Second, international cooperation on resolution matters has
made more progress than I anticipated when I testified last Sep-
tember, though the conceptual and legal hurdles to a comprehen-
sive international resolution system remain high. Right now there
are ongoing a number of interconnected and related initiatives in
this area. There is an effort to identify common principles and tools
for national resolution regimes. There is work in four technical
areas to lay the groundwork for more standardized practices on
such matters as payment settlement so as to facilitate resolution
efforts should they become necessary internationally.

There are initiatives on recovery and resolution plans for specific
firms. These track legislation to be signed into law tomorrow here
in the United States.

There is an exploration of mechanisms such as so-called “debt
bail-in proposals” which would help maintain firms as going con-
cerns without requiring either governmental assistance or a formal
resolution process.

Now, much of this work is still in progress, and even if each of
these various initiatives proves successful, they will in the aggre-
gate fall short of a comprehensive solution. But I do think that this
approach has taken reasonably far down the road the idea of trying
to maximize cooperation and planning before a possible insolvency
and, thus, to maximize the chances that a distressed firm can be
satisfactorily dealt with internationally.

Third, as I suggested at last fall’s hearing, we still need to do a
good bit of work on the institutional and operational features of the
organizations involved in international financial regulatory and su-
pervisory cooperation, in such areas as sorting out which organiza-
tion or committee does what and how similar efforts in different
groups relate to one another, in making the transition from a domi-
nant focus on negotiating rules and standards to their implementa-
tion and monitoring, in adjusting to the larger membership of the
Basel Committee and the Financial Stability Board while fully in-
corporating the new members into their activities, and in ensuring
that these organizations are helping to advance the shared regu-
latory missions of their members to supervise internationally active
financial firms effectively.

These institutional characteristics and considerations may seem
a bit prosaic, but I think that they have the same kind of impor-
tance internationally as our implementation and your monitoring
of our implementation of the reg reform act has domestically. And
without a good set of institutional mechanisms, I think it is going
to be difficult for us to achieve the goals which the three of us and
all of you share as well.

So thank you for your attention, and I would be pleased to an-
swer any questions you may have.

Chairman BAYH. Thank you very much, Mr. Tarullo.
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Senator Warner, before you arrived, I indicated that the first
round of questioning we are going to try and keep it to 5 minutes
apiece, with some leeway if we need to follow up questions, and
then have a second round of questions if appropriate.

Let me just begin by putting to all of you the broader question
on the table here today. We have passed a comprehensive regu-
latory reform bill here domestically in the United States. Do you
believe there will be enough convergence in global standards so
that we will avoid arbitrage, regulatory forum shopping to avoid a
recurrence of the crisis that we have been through? And let me
analogize just for a moment to the euro and the problem we are
seeing now with Greece.

When the common currency was adopted, there were standards
put into place for fiscal policy and supposedly some sort of enforce-
ment mechanism, which obviously was not implemented very well,
largely for reasons of solidarity and that sort of thing. So we had
an example here where there were common principles and common
ideals, but when it came to tough decision making and enforcing
them in ways that would really make a difference, that did not
happen very much. So will there be enough convergence and will
there be a real enforcement mechanism to try and avoid a recur-
rence of what we have been through? I think that really is the
issue on the table here today, so we have acted. Will we get enough
cooperation from other countries to achieve the objective? Because
if it is only us, that is not going to be enough to avoid a recurrence
of this problem?

Ms. Brainard, why don’t we start with you if that is OK.

Ms. BRAINARD. Well, I think that is the critical question. In
many of these areas—mnot all, but many—if we are not able to
achieve convergence, we will not be able to protect American con-
sumers and businesses and workers the way that this legislation
would like to.

The reasons that I think we are going to make more progress
than we ever have before are the following:

Firstly, all of the major financial jurisdictions that are engaged
in these talks have come through the common crucible of the crisis.
So this is a common set of objectives, and that is clear from the
discussions we have had at the highest political levels. We have
leaders of G-20 countries talking about capital standards for banks.
That is pretty unusual, and I think it shows the level of salience
and commitment.

Chairman BAYH. Could I interject just for a moment? I am de-
lighted they are talking about the capital standards, but this is
going to involve different levels of domestic political pain depending
upon the country. Are they willing to actually follow through on
those statements even if it is domestically somewhat uncomfortable
for them?

Ms. BRAINARD. I think the second——

Chairman BAYH. And that gets to the efficacy of these stress
tests that Europe is going through now. That is great they are
doing it. It worked well for us. But there are some disturbing re-
ports that maybe they will not be quite as transparent as we might
like because of what the results might show.
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Ms. BRAINARD. The international architecture that we are devel-
oping should go some distance in advancing our convergence agen-
da. So beneath the level of political commitment, we are elabo-
rating the set of structures importantly among which is the Finan-
cial Stability Board, which is helping coordinate the activities of a
number of different entities, not just on negotiations, which are the
critical first step to make sure that national jurisdictions adopt
convergence standards, but also with a follow-on, very important
mechanism for implementation, for cooperation, and for peer pres-
sure, if you will.

So with regard to the area of enforcement, one of the best mecha-
nisms for enforcement that we have is transparency and market
discipline, and the IMF will participate, as will the FSB and other
entities, in making assessments of every jurisdiction’s regulatory
framework. And we have just gone through this here in the U.S.
It is like a very detailed physical check-up, very uncomfortable but
very good for the system. And so we will be working with the IMF
and the Financial Stability Board to ensure that other countries
are not only adopting those standards in rhetoric but are imple-
menting them in reality.

Chairman BAYH. Thank you. And why don’t we continue? And I
do not want to drag out—I just wondered if each of you would just
respond to my question, and I will turn to my colleagues, because
this is a longer dialogue. But if peer review is the best we can do
and peer pressure and sort of reputational risk, well, I guess that
is better than nothing. But a skeptic might say that the IMF has
issued reports about countries’ fiscal policies and a variety of other
practices over the years, and they have been honored primarily in
the breach. And you are right, market transparency and market
pressure is probably the best discipline, but markets sometimes
can wait pretty late. Look at the Greece phenomenon. I mean, mar-
kets have reacted to that, but it is only when the imbalance has
got to the point where we have got a crisis on our hands, and we
are trying to avoid that.

So I guess I would—I am all in favor of peer review, but if we
can put a little teeth in the peer review, that would be even better.

Ms. CASEY. Thank you, Chairman Bayh. Just to add on to Lael’s
comments, as she has noted, there is always going to be arbitrage
opportunities given the global nature of our markets and the use
of capital flows.

I think that to the degree that you have agreement along regu-
latory principles or common approaches to regulation at the inter-
national level, which is ultimately complemented by increased co-
operation and coordination among key regulators and supervisors,
you improve the chances of minimizing those arbitrage opportuni-
ties.

I think what is also important, and which I think has been re-
flected in the articulation of some of these common regulatory ap-
proaches by the G-20, is that the policy objectives themselves nec-
essarily need to be considerate to the interest of improving market
efficiency, stability, and integrity, and that they do not necessarily
unduly impede capital formation and growth, and that further in
the implementation phase by regulators, which is very critical to
whether or not those objectives are achieved, that regulators are



14

also sensitive to implementing the rules in a manner that they,
again, do not unnecessarily create market disincentives to achiev-
ing those goals or dampen market growth.

As was just noted, with respect to the focus on enforcement and
compliance, that has been one of the lessons, I think, to the crisis
you have pointed to, to some of the examples of the effectiveness
of previous efforts in the past on the international level. And I
think that the efforts of the FSB and existing standard setters,
such as IOSCO, have got an intense focus now on implementation
and compliance. So what you will see—again, you mentioned peer
reviews. There is no question that that does have an element of—
a political element as well, but I think that to the degree that you
have regulators who by their very nature are voluntarily engaged
in these organizations like IOSCO, they bring both the capability
to meet those commitments and the consensus that was ultimately
achieved in supporting those principles. So you do have that vested
interest in seeing that those rules are adopted and that they are
adopted consistently across jurisdictions.

So I do think that enforcement is—or assessment and implemen-
tation and enforcement of principles is a key focus coming to the
crisis. But there is no question that ongoing cooperation and coordi-
nation as jurisdictions undertake to implement these new rules and
regulations will be critical to whether or not you continue to have
significant arbitrage opportunities.

Chairman BayH. Thank you very much, Ms. Casey.

I was just saying, Mr. Tarullo, I would appreciate your answer,
and then I am going to turn to Senator Corker for his round of
questioning.

Mr. TArRULLO. OK. Just a couple of complementary observations,
Mr. Chairman.

One, as I mentioned, there are an awful lot of things going on
internationally right now, and we have Federal Reserve staff par-
ticipating in dozens of working groups in these various inter-
national organizations. I do think it is important for the principals
and the agencies to zero in on what we think the priorities ought
to be, to devote ourselves to trying to get a good set of standards
or understandings, and then to do what is necessary to make sure
that those standards or understandings are realized.

In that respect, I, as you can tell from my introductory remarks,
think that capital standards are among the most important things
and among the things most susceptible to effective convergence
around the world.

I mentioned in my prepared testimony that along these lines I
have long felt—this long predates my arrival at the Federal Re-
serve—that we need to have a different kind of mechanism for
monitoring the implementation of complicated capital standards.
Markets are just not in a position to judge whether an internal
model has been properly validated and is thus assigning the proper
risk weights to particular kinds of exposures. If the markets cannot
do it, then we need to make sure that there is some transparency,
and my sense is that that is going to need to be provided inter-
nationally.

So after we get these capital standards agreed upon, what I am
looking forward to is a discussion in international fora of how we
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can make sure that everyone has assurance that these standards
are being properly implemented.

Chairman BAYH. Very good. I would just only end this round by
saying I understand, Ms. Brainard, this is a journey, and we are
not going to get this done all at one time. There are a lot of things
going on. There are countervailing concerns in addition to the sta-
bility we seek in the financial markets. I think you are exactly
right, Mr. Tarullo, about the capital standards. So one of the points
I am driving at here is I think some of us will look at their willing-
ness to adopt meaningful capital standards, even if they pinch do-
mestically a little bit, look at the stress tests. I understand that
may cause some domestic heartburn, but are they transparent, are
they meaningful as a test of their seriousness over time in getting
us to meaningful standards that really truly have some enforce-
ment mechanism. I am sure that some in Germany, thinking back
to the time when they surrendered the Deutsche mark, wish they
had focused a little bit more on enforcement of standards and some
of these kind of things. Perhaps they did not, and now they are
reaping the results of that. So let us learn from some of these les-
sons. Thank you for your responses, all of you.

Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and I thank each of
you again for being here.

I read an analysis yesterday in the Financial Times talking
about the bill that was just passed, the Dodd-Frank bill, and the
final analysis was so many pages, so little content. And what that
means, of course, is over the next 18 months, regulators—the Fed,
SEC, Treasury—will be engaged in all kind of rulemakings. We
have G-20 happening, we have Basel after that, and so, really, a
world of instability as it relates to banking, which no doubt will
help continue the malaise that the world is feeling right now as it
relates to growing.

But on those things where there was prescriptive language in the
Dodd-Frank bill, Governor Tarullo, what are those things that peo-
ple are most complaining about as you meet internationally? What
are those things that they have most concern about?

Mr. TARULLO. I would say, Senator, the things that I have most
heard about are the Volcker Rule and the Lincoln amendment and
the degree to which they will apply internationally and to foreign
firms in the United States. There is also some concern about the
Collins amendment.

I think that in all of those cases, those concerns were commu-
nicated directly to members of the conference committee. I heard
more about them before the conference committee met than I have
since, so I await hearing the degree to which those concerns were
allayed in the course of the conference.

Senator CORKER. So, obviously, the Collins amendment had to do
with capital. Do you think we ought to have minimum capital re-
quirements internationally?

Mr. TARULLO. I do, Senator. As I said a moment ago, while there
are a variety of regulatory mechanisms that are tailored to the
legal and financial system characteristics of a particular country,
I think capital is a sine qua non of a well-functioning, stable finan-
cial system. And although, of course, there are going to be some dif-
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ferences—tax law and accounting standards make a difference—it
is possible to converge around a set of strong capital requirements
which try to implement a particular goal, the goal being the one
Under Secretary Brainard referred to that was in the G-20 commu-
nique and that we at the Fed had articulated in a slightly different
way: that these large financial institutions be able to weather a
very stressed financial environment and still have sufficient capital
at the end of that event to be functioning as successful financial
intermediaries. That has been our aim domestically in thinking
about capital and has informed the positions that we have been
taking along with the FDIC and the OCC internationally on cap-
ital.

Senator CORKER. Should goodwill on mortgage servicing count as
capital?

Mr. TARULLO. In my view, goodwill should not.

Senator CORKER. What about mortgage servicing?

Mr. TARULLO. Mortgage servicing rights are one of a number of
elements of a balance sheet of a firm that do reflect some loss ab-
sorption capacity. That is what we want capital to be. We want
capital to be loss-absorbing, which is why our focus has been com-
mon equity.

The concern, of course, is that if you have something like a mi-
nority investment in an affiliate, that investment does not protect
the entire financial firm, only the affiliate, and thus it should not
be counted the same way as a dollar of common equity at the hold-
ing company level.

Mortgage servicing rights, again, are not the same as an asset
already on the balance sheet, but they are an expected stream of
earning which have performed well in the past. And so our ap-
groach has been to say that they should count for something,

ut

Senator CORKER. Is that on a multiple?

Mr. TARULLO. Sorry?

Senator CORKER. Is that on a multiple of that?

Mr. TARULLO. On a multiple of the

Senator CORKER. Servicing.

Mr. TARULLO. No. I think our approach has been that all of these
sorts of things, whether they are minority investments or deferred
tax assets or mortgage servicing rights, should be applicable but
limited. They should only account for a limited portion of your cap-
ital needs. And I think we are on the way to achieving that.

Senator CORKER. Internationally?

Mr. TARULLO. Internationally, yes.

Senator CORKER. Let me ask all three of you this: I have doubts,
especially when I hear the reaction of people around the world to
what we have done, what the country has done with Dodd-Frank,
you know, the concerns about the Lincoln amendment, concerns
about the Collins amendment, concerns about Volcker—which, by
the way, are just so easily gotten around. I mean, let’s face it.
Somebody in Kansas just picks up the phone and deals with the
arm of a non-U.S. bank that is based here, you know, they just
transfer them over to somebody in another place, and it seems like
it is relatively easy to get around much of this. But let me ask you,
if you all found that you had great difficulty in getting other coun-
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tries, especially those that we compete so much with, if you found
difficulties in getting them to agree to whatever component of the
Dodd-Frank bill that, you know, they just would not agree to inter-
nationally, would each of you come back asking us to make
changes?

Mr. TARULLO. I will start because this has been something that
we have been thinking about. We in the United States have had
a particular approach to financial regulation going back decades.
Our approach was really set in the Depression, building on the Na-
tional Banking Act when we added Glass-Steagall and the Federal
Deposit Insurance Act. We have always had significant activities
restrictions on our insured depository institutions to a much great-
er extent than many banking systems in the rest of the world. And
I do not think that has stopped us from having a very healthy
banking system in this country for many decades.

Senator CORKER. I know we are going to run out of time, and I
really do not want a historic perspective. The question is: If we
ended up being out of synch with the rest of the world in areas that
made us not competitive that we felt like were not really—you
know, let’s face it. I mean, politics overcomes substance when these
bills hit the floor. Some of these things are passed just for people
to make a name for themselves. They do not necessarily have any-
thing to do with stability. If we found some of those that really
were not making our country more secure as it relates to our finan-
cial system, the question is, without a historic perspective, would
you come back and talk with us about those so that we might make
changes if it did not have anything to do with the security of our
financial system?

Mr. TARULLO. Sure. If we observe that there were provisions that
did not seem to be enhancing financial stability and at the same
time were creating competitive problems for U.S. industry, of
course we would. I just want to make the point that different ways
of doing things and different kinds of regulation do not in and of
themselves mean that we are going to have the kinds of problems
to which you alluded. That is why I was referring to history.

Senator CORKER. Thank you.

Ms. BRAINARD. Senator, could I just respond to that briefly?

First of all, I think it is important to recognize that this is his-
toric legislation that will increase and strengthen the competitive-
ness of the overall U.S. economy by making it much less prone to
excessive investments in areas that are not particularly productive,
that other countries are going to want to move in this direction be-
cause it will improve the strength and

Senator CORKER. Well, we do not really know that yet.

Ms. BRAINARD. resilience of our financial system.

Senator CORKER. I mean, those are great talking points, but we
will know that

Ms. BRAINARD. Can I just——

Senator CORKER. ——over the next 18 months.

Ms. BRAINARD. ——mention, Senator Corker, so in the G-20
there is actually language welcoming the strong financial regu-
latory reform bill in the U.S. in the Toronto summit. And many of
the countries participating in the G-20 have, in fact, been waiting
to see the final outlines of U.S. financial reforms because they want
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to move in that direction and emulate the systems that we are put-
ting in place.

As we were saying earlier, there are some areas

Senator CORKER. But the question is, if they do not emulate, will
you come back and talk with us? That is the question.

Ms. BRAINARD. In those areas where we absolutely must have
international convergence, we will ensure, like in the area of cap-
ital standards, that we come to a global set of high-quality rules.
As Dan was suggesting, there are other areas that have to do with
our national banking system and its history where we might want
to go a different way and where it will create no difficulties for us
internationally by continuing to have some of the structures that
our consumers have been used to for decades. So in those areas
where we must have international rules, we will absolutely pursue
them and ensure that the U.S. standard, high standard, is the
world standard.

Ms. CASEY. I would say yes, we would absolutely come back and
highlight any major divergences that would have a significant ad-
verse impact. I think in particular with respect to areas like OTC
derivatives, we continue to engage very closely with our counter-
parts in Europe, for example, where they continue to give con-
templation to achieving the G-20 objectives of mandatory clearing
and trade reporting and, where appropriate, exchange trading or
platform trading. And I think those key components are going to
be really critical, so I know that we do continue to engage reac-
tively now that we have the passage of Dodd-Frank and the expec-
tation of the President’s signature soon bringing it into law. But as
the law recognizes, international cooperation and consistent imple-
mentation in this area will be particularly critical to achieving the
broader objectives. So I think that that will be a key area I think
we are going to have to work very carefully on, and, of course, to
the degree that Congress, which I believe is very important, needs
to monitor the implementation, you will be able to identify these
issues as we go forward.

Senator CORKER. Thank you.

Chairman BAYH. Thank you very much.

Senator Warner.

Senator WARNER. Thank you, Mr. Chairman.

The first couple questions I want to address to Governor Tarullo
and Secretary Brainard, and, Commissioner Casey, I will come
back with a couple specific ones for you as well.

We have spoken quite a bit here about capital standards. An-
other piece—at least in my process of getting educated about the
crisis—was the leverage rates. If I have heard once, I have heard
dozens of times, you know, Canada made comments about the fact
that their lack of problems because of their rates on—their restric-
tions on leverage. There was a proposal in the House bill to put a
restriction on leverage. I believe the blended rate left it—or the
conference report left it to you all. Within Basel or elsewhere, are
there other discussions about trying to reach some international
court on leverage as well?

And then let me also follow up again—this is perhaps more for
Dan than others. You know, there is still lots of consternation
about the whole question of defensive ring fencing in bankruptcy
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and/or resolution. I was just reading again recently some of the Eu-
ropeans complaining about what happens in the Lehman crisis
when Lehman went down and how assets left. And, you know, one
of the fears I have going forward with these interconnected inter-
national institutions is making sure that we have got, again, pref-
erably through bankruptcy but as last resort resolution some proc-
ess so that assets are not fleeing quickly from one jurisdiction to
the other in the event of an unwind. So leverage and then ques-
tions around bankruptcy and/or liquidation.

Mr. TarULLO. With respect to leverage, Senator, there are more
than discussions. There are proposals within the Basel Committee
right now. The meeting last week addressed the issue of the lever-
age ratio. I would say at this juncture that there is a reasonable
prospect of an agreement upon a leverage ratio. I do not know that
that will immediately become a so-called “Pillar 1 requirement,”
which is to say just an articulated rule; but it may at the beginning
be a so-called “Pillar 2” or “supervisory requirement,” which would
hopefully then migrate into Pillar 1 after there is experience with
it.

I share your view that a leverage ratio is an important com-
plement to a risk-based capital ratio. The leverage ratio gives one
a clean, unvarnished view of leverage. Of course, its shortcoming
is it does not take into account the different risks associated with
the assets, but that is why I think they have to be done in tandem.

Senator WARNER. Secretary Brainard, do you want to mention
anything on that as well?

Ms. BRAINARD. Just with regard to the leverage, we have, since
Pittsburgh, had agreement internationally that the risk-weighted
capital framework would be supplemented by a simple leverage
ratio which is a sort of supplementary backstop, if you will, to cut
through some of the complexity, and as Governor Tarullo was sug-
gesting, it may take some time for that to become a mandatory
part of the framework. But there is commitment among the G-20
to migrate it to a mandatory part of the framework, and we are
very much supportive of that.

Mr. TARULLO. Did you want to go to——

Senator WARNER. Yes, 1 second, please. Let me just extend the
question a little bit, too. There has been some conversation I have
heard that there might be agreement on the front end in the event
of bankruptcy and/or resolution to, in effect, choose a jurisdiction
ahead of time in terms of what rules will apply. I would like you
to comment on that. And you used the term “the debt bail-in,”
which I imagine—I interpreted it as a conversation at the inter-
national level about this contingent debt that would convert to eq-
uity. I hope, though, it would be preassigned. I would think we
would have real problems in our country—I would have real prob-
lems if there was going to be kind of an arbitrary taking of debt
that would be converting it to equity if investors were not
preﬁvarned on that. But you might want to clarify that for me as
well.

Mr. TARULLO. Sure. With respect to several of the things that
you mentioned in the resolution arena, the idea of a firm being able
to choose its locus for insolvency declaration and Administration, I
think, is one that is well off on the horizon. It would require the
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kind of harmonization of and comfortableness with deference to one
another’s bankruptcy systems, which in the financial area in par-
ticular does not exist right now.

With respect to ring fencing, I think you are exactly right, Sen-
ator. It is hard to have a conversation about international insol-
vency internationally without the term “Lehman” recurring
through the conversation. This is the event that, in the case of the
U.K., seared itself onto their minds in thinking about the potential
for international insolvency.

The difficulties of the kind of lawyer’s dream of a comprehensive
international system that is completely harmonized in legal terms
not being achievable has meant that we are paying more attention
to trying to do things in advance which would diminish the need
for, and the incentive to, ring fence. So that is why the recovery
and resolution plans, the kind of living will exercise that you al-
luded to, is important because it allows supervisors to see what the
sources of liquidity are. It can also entail the rationalization of the
corporate structure of these firms. The day Lehman failed, it had
3,000 separate legally incorporated entities. They were not all
there for business purposes. And if one can force earlier a business
rationalization of the structure of a firm, again, you make it easier
to deal with. That is why the payment system obligations are also
important to try to standardize.

So a lot of these work groups that we are in right now are actu-
ally trying to get to the point where the incipient insolvency of a
firm would not raise the prospect of all those assets fleeing imme-
diately and, thus, would result in a somewhat more deliberate re-
sponse.

On the debt bail-in that I mentioned, I avoided the term “contin-
gent capital” only because that term has now embraced so many
different things that it sometimes can be confusing.

The proposal to which I was referring actually has several
variants, but the basic idea seems to be that there would be con-
tractual obligations for certain kinds of debt which would act like
debt on the balance sheet of the firm in normal times, but which
could be converted to equity in order to avoid an insolvency situa-
tion and thus could maintain the firm as a going concern.

There are, as I say, several variants which all raise the question
of, well, what would the trigger be, what would the amounts be.
There are a lot of technical issues that have not been worked out,
but I think the concept is one that is appealing enough because of
its aim to internalize the potential cost of insolvency that we want
to continue working on it even though at this juncture there is not
a proposal which specifies the details in a way that we think an-
swers all the questions.

Senator WARNER. Let me make one comment, and I want to get
to one question for Commissioner Casey. One is, and I agree with
Senator Corker that a lot of this bill was turning over to the regu-
lators to try to figure things out, but they are going to be tough.
I mean, if you want to prevent the use of resolution, and only as
a last resort, and we want a preferred bankruptcy regime, making
sure that the living wills and/or funeral plans are really closely ex-
amined, particularly as regards to the international implications,
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will be one of the ways that you would prevent, I would think, reso-
lution having to be used. A comment.

Second, I think, whether it is your term debt bail-in or contin-
gent capital, getting that trigger right so it doesn’t become a self-
fulfilling prophecy that that action means the firm is going down,
but if it is some kind of cascading effect rather than a waterfall,
in figuring out that trigger early enough on that it is a warning
shot but not a death warrant is, sitting up here, the policy goal.

I want to, and again, I know my time is about up, but Commis-
sioner Casey, one of the things that I have been still very con-
cerned about are the events of May 6 when we saw the precipitous
drop in the markets and we, to my knowledge, at least, still don’t
know how much of that was caused by computer error, lack of trip
wires, or within this world of high-frequency trading firms using
some of these tools to potentially manipulate the market. It seems
to me as we move, particularly in your area, to a much more global
marketplace of these exchanges, this is an area that desperately
needs not just the United States sorting it through, but sorting it
through in an international framework, and I wonder if you could,
recognizing that we still don’t have all the answers to May 6, how
we kind of sort through to get an answer, put appropriate trip
wires in place. I still have grave concerns about the investments
around high-frequency trading, that it is not just all about liquid-
ity, that there are attempts to gain market advantage, how you are
looking at that in the international context.

Ms. Casey. Well, thank you, Senator Warner. As you note with
respect to the events of May 6, we don’t have particular forensic
answers with respect to exactly what happened, but based on the
preliminary efforts of the joint SEC-CFTC Advisory Committee,
which has been empaneled to actually give consideration to exactly
what happened and then report back to the SEC, potentially with
recommendations on additional changes that might need to be un-
dertaken, that we do understand that is a confluence of events and
we are trying to sort through them to fully appreciate the dynamics
of how those events affected that day.

I would say that, with respect—and, of course, we have taken
several measures in the near term to address the potential recur-
rence of such an event. With respect to the international dimen-
sion, as you note, there is no question that that is also informing
our consideration of these issues. And I would tell you also that we
have a great deal of collaboration and consideration with our for-
eign counterparts on similar concern, because they obviously took
note of what happened here and were significantly interested in ap-
preciating what happened and what the implications might be on
their markets.

With respect to the role of high-frequency trading, as well, I
would note that that also has been a topic of discussion and consid-
eration by the Joint Committee, and I would say more generally
the Commission is undertaking a broader review of the role that
high-frequency trading plays in our market given the significant
volume that it accounts for in terms of trading. And so that more
comprehensively, we are giving consideration to and necessarily in-
form what additional changes, if any, are appropriate in the coming
years.
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But I would say that the international component is not lost and
that it is absolutely well understood, again, the global nature of
how our markets operate and the fact that you can have contagion
throughout the markets when you have an event like this.

Chairman BAYH. Thank you, Senator Warner.

Let us start our second round here. Mr. Tarullo, I would like to
start with you. In your testimony, you note that it is unlikely that
our counterparts abroad will follow a universal banking model, or
that follow a universal banking model will adopt the kind of re-
strictions included in the Volcker Rule. To what degree or extent
do you anticipate this will leave our financial institutions at a com-
petitive disadvantage, if that turns out to be the case?

Mr. TARULLO. Senator, there are a couple of different questions
there. To what degree might some of our regulated financial insti-
tutions have some limits on how they can compete in some areas?
I think there is little doubt but that that is going to be the case,
and I think that, indeed, was contemplated and intended by the
Congress, that the protection of insured depository institutions was
of sufficient importance and the need to insulate taxpayer funds
from having to back up trading losses was a fundamental policy de-
cision that was made.

As I was alluding to earlier, I think that the U.S. financial sys-
tem has historically moved things around. We developed public
capital markets much more quickly and comprehensively than
other countries precisely because we didn’t allow banks to do a
number of things that banks in other countries could do.

So I think it is difficult to say in advance whether the outcome
of all of this will be more expertise, development of new ap-
proaches, development of new markets within the United States, or
whether it will be a case in which some of our large institutions
zay, they can’t compete with what some of the universal banks are

oing.

Based on history, I don’t think there is any particular reason to
believe that they are going to be at a competitive disadvantage
since, if you do look at history, the most important characteristic
of a financial institution is how safe is it, how sound is it, and do
investors and counterparties believe that it is safe and sound. The
kind of effort that you have made with this bill, I think, indicates
to markets that there won’t be public bailouts forthcoming and
thus institutions are going to have to stand on their own, and if
they have to stand on their own, then they need to operate in a
safe and sound fashion, and if they do, they will have advantages
in the markets.

Chairman BAYH. Thank you, Mr. Tarullo.

A somewhat similar question for you, Ms. Casey. If our global
counterparts adopt significantly different standards for how we
treat the end users of derivatives, what will the consequence of
that be for our financial markets?

Ms. CAsSEY. I think that it could have significant implications
with respect to the competitiveness of our firms, potentially. I think
with that in mind, though, I would note that in the OTC deriva-
tives space, a tremendous amount of cooperation and coordination
has been undertaken with respect to how we give consideration to
the framework that we hope that most jurisdictions will follow.
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I do know that this is, again, with respect to our engagement
with Europe, in particular, these issues are currently being con-
templated and so our engagement with them as we take the legis-
lative requirements forward through our implementation of the
rules, it will be critical to understand how that is going to marry
up with what Europe does, as well.

Chairman BAYH. Even if you get a fair amount of convergence?
I mean, as long as there is just one significant outlier out there,
won’t this kind of activity just offload there?

Ms. CASgEyY. I think that with respect to, again, the significant
disadvantages that may come with the cost of financing, depending
on how the definition might be interpreted, I think that we just
have to be sensitive to what the playing field is with respect to our
foreign counterparts and various other jurisdictions. But I would
just note that, again, in the OTC space with respect to imple-
menting the legislation, which we will do, it will be critically impor-
tant that we also closely monitor how other jurisdictions take their
rules forward.

Chairman BAYH. Good. One last question for you, Mr. Tarullo, in
the area of capital standard setting and particularly the, I think,
what is referred as the countercyclical capital standard setting,
where as I understand it we would look for a growing gap between
the growth of private credit and the growth of GDP to perhaps in-
dicate there was some excessive growth in credit and that then re-
quire firms to begin building up their capital during the good times
to help get them through the difficult times. It makes sense in the-
ory, but as we discovered here even with our own Fed, as bright
and well intended as it was, it is kind of hard to start taking away
the punch bowl when the party is in full swing, although in theory
that is what needs to be done.

And so my question is, I noted that there was going to be—it was
going to be left up to individual nations to decide when this was
going to be triggered and implemented. Isn’t that a possible signifi-
cant practical loophole in what is theoretically a pretty sound ap-
proach?

Mr. TARULLO. That is a proposal that we have some questions
about, the countercyclical buffer. I think we are enthusiastic about
the so-called “fixed buffer,” which would just be a specific amount
of capital that would need to be held, but that falling below that
amount would not occasion the same consequences that falling
below minimum capital levels would.

The countercyclical buffer, as you suggest, Senator, is one that
implicates the issue of variable credit and GDP growth in different
countries. So you either have to have a one-size, global-size-fits-all,
which has obvious difficulties, or you need to calibrate it to par-
ticular countries. And if you calibrate it to particular countries,
then you either have to have a fixed calibration at the outset,
which is just like a rule, or you have to give discretion.

The problem with a fixed calibration is that the measure you
noted that is in the proposal of credit growth to GDP would not
have done such a good job at seeing the early stages of the
subprime and housing problems. So it doesn’t look to us like a par-
ticularly efficacious metric.
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Whether there are other metrics that would be possible, we are
certainly open to them. But this is one of those very good ideas that
is conceptually very appealing but whose practical implementa-
tion—a little bit like contingent capital that Senator Warner was
referring to—has a lot of technical challenges.

Chairman BAYH. The devil is always in the practical details.
Thank you, Mr. Tarullo.

Senator Corker.

Senator CORKER. Thank you, Mr. Chairman. Again, thank you
all for being here.

I believe that each of you and the people you work with are going
to do the best you can to make sure that we end up internationally
in the best place that we should be. I believe that.

I am slightly skeptical about our ability to do that. I watch with
interest as the currency issue that is of great concern here in our
country with China. I watch the Administration try to deal with
Europe on their view of what ought to happen with issues regard-
ing stimulus and they say, absolutely not. We are doing just the
opposite. And I would say, I wished we were following their lead
in that regard.

But, Madam Secretary, as it relates to that issue, because this
would be under your purview, the fact that Europe is taking a
markedly different position as it relates to austerity and balancing
budgets and those kinds of things than we are, what kind of discus-
sions is that generating inside Treasury today?

Ms. BRAINARD. So I think that in Toronto, there was actually a
lot of agreement around the table about steering a path forward,
given where we are in the recovery, still at a rather nascent stage,
still needing to provide public support for the hand-off to the pri-
vate sector. There was broad agreement around the table that
there is still a need to support the economy, to support recovery,
to follow through on the stimulus plans that all members of the G-
20 have undertaken.

At the same time that we all, and this has been very important
to President Obama, articulate a medium-term path of fiscal con-
solidation that will put public finances on a very sound footing, in
fact, those two things are very carefully intertwined, that the more
confidence there is in the longer term fiscal consolidation path, the
more able we are to support recovery now. The better we support
recovery now, the better our growth prospects will be contributing
in turn to fiscal soundness.

So there was a lot of agreement around the table, and in fact,
the U.S. plans going forward are fiscal consolidation plans are
among the steepest and most rapid of the G-20 economies, in fact,
of the G-7 economies. Germany is actually bringing its stimulus
down at a slightly slower pace than the U.S. is starting in 2011.
So we, I think, got to a good place with our partners in the G-20
in terms of working together to make sure that this recovery really
gets onto sounder footing, and then working together to make sure
that we move forward to put our fiscal finances here in the U.S.
more broadly on a sound footing while ensuring that there is a
broader plan for rebalancing of growth so that other countries stim-
ulate the global economy through their demand to a greater extent
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than we saw in previous years and we grow through exports and
through our competitiveness.

Senator CORKER. Thank you.

Commissioner, you know, we typically have—you were here for
a long time and you know, candidly, more about the inner workings
here than I do, I am sure. We typically have a hearing like this—
my friend Evan Bayh is leaving us soon, which I regret, but we will
have a hearing and then

Chairman BAYH. Absence always makes the heart grow fonder.

[Laughter.]

Senator CORKER. We have a hearing and then there is really, you
know, it kind of goes away. We don’t focus on it. As a matter of
fact, I would say that not only did the regulators miss a lot of
things during this last crisis, candidly, we didn’t do our work in
this body properly as it relates to oversight.

So as it relates to the things that each of you are working on
with G-20, with Basel, what is it we should do here to ensure that
the work is being carried out in a way that we can say grace over
and that we keep ourselves fully informed?

Ms. CASEY. Well, as you note, these hearings serve an important
function of giving us an opportunity to bring you up to date on
some of the work that we are engaged in and the progress that is
being made in some of the key areas that we are working on.

I think, also, another mechanism that works, and again is com-
pletely a function of the interest of the committee or particular
members, are informal briefings, which I think do occur quite regu-
larly, and I would anticipate, given the sheer amount of implemen-
tation rulemakings the Commission would be engaged in that we
would also be spending a tremendous amount of time being respon-
sive to the Congress in understanding how those rules are going
forward. So I do think informal mechanisms, in terms of briefings
at the staff level, can also be very effective in monitoring what we
do.

And I think, also, that will be complemented by the fact that
with respect to the rules that we are going to be required to adopt
under the law, it is going to be a very transparent process with re-
spect to putting forward our rules in a notice and comment period
and, again, being very clear about the direction that the Commis-
sion is going in implementing them.

With respect to, again, the international components, I think to
the degree that we can help the Subcommittee understand how
that is consistent or inconsistent with other efforts that are being
taken internationally, we can put that in a context as we proceed
in implementing the new law.

Senator CORKER. Thank you.

Mr. TARULLO. Senator?

Senator CORKER. Yes, sir?

Mr. TARULLO. Can I just add one thing on that point, because 1
know exactly what you mean about the phenomenon of a hearing
and then you wonder sometimes what happens thereafter. But I
can think of a couple of important instances in which this Sub-
committee’s oversight actually had an impact.

In 2005 and then again in 2006, Senators Sarbanes and Shelby,
who reversed chair and ranking roles during that period but were
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together on the issue, held oversight hearings on capital standards
and on Basel II. And although those hearings came at the end of
that process, when the basic framework had been agreed on, my
own observation as someone who testified at both of those hearings
as an academic and then observed from outside was that those
hearings and the fact that Senators Sarbanes and Shelby were
clearly together in their concerns had an impact on the implemen-
tation of Basel II here in the United States, specifically in some of
the safeguards that were included in the regulations.

So although sometimes it may not be so obvious sitting on that
side of the dais, I think there is enormous utility to a Congres-
sional committee focusing on a particular ongoing issue and just
forcing us to come up and explain why we have made the decisions
that we have and where the implementation is.

Senator CORKER. Thank you for that.

Let me ask you, and I will stop with this last question, I think,
some mention has been made in this hearing and I know a big part
of the debate as we passed, as this legislation was passed, dealt
with resolution. I think Senator Warner made a very good con-
tribution to that. I know a lot of people worked on it. From my per-
spective, judicial checks that should have been in place didn’t end
up making it in place and I think Senator Warner would agree
with that.

But the big, glaring, huge issue that wasn’t dealt with was really
causing the Bankruptcy Code to work more fully for highly complex
bank holding companies, and there was just a tremendous resist-
ance toward that occurring. It also was in a different committee of
jurisdiction, and around here, it is unfortunate for the American
people. You know, it is the same reason the SEC and the CFTC
exist. It is shame. They shouldn’t both exist. We all know that.
There is not a person in this room that believes they should both
exist, and yet they exist because of committee jurisdictions, and
that is a flaw that has to do with all of us as politicians, if you will.
And so I will throw that back on us.

But back to the issue of bankruptcy, I don’t think—I think what
we have done with the Dodd-Frank bill is we have added a tool to
the tool kit that could be abused. There could be some crony cap-
italism. I don’t think there are enough checks. I mean, I look at
Treasury, and Madam Secretary, I mean, Treasury and the Feds
come out a winner, obviously, but the Treasury has got tremendous
powers now, powers that I think all of us, I mean, the country has
resisted giving Treasury. It now has those, and I am sure with peo-
ple like you and others, it will be handled responsibly.

But a lot of things occurred in this bill except really dealing with
this bankruptcy issue, and as we met with sophisticated folks who
deal in international problems like this, it just became more and
more glaring as an omission. So I would just ask, what is it we
needed? I don’t think—and we have added a tool to the tool kit. I
don’t think we by any means have come close to dealing with the
too big to fail issue because of the international relationships that
exist. What is it, and that is hard work. That is maybe more dif-
ficult than much of what you all will be working on over the next
year and a half. What is it, though, we need to begin doing to try
to create a regiment that will work internationally?
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Mr. TARULLO. As I said earlier, Senator, and I think is implicit
in your question, we are not any time in the foreseeable future
going to converge around a single legal mechanism which is opera-
tive and effective across jurisdictions. We are not going to have the
equivalent of an international treaty that says everybody is going
to now change their bankruptcy law to conform in precisely these
particulars and here are the debtor and creditor rights.

So in that world, I think what we have to try to do is to ease
in advance the kinds of concerns that arise, as Senator Warner was
saying earlier, when people see that there may be a problem and
thus they have the instinct to ring fence.

So I actually do think that the so-called “living wills” have a lot
of efficacy as supervisory tools domestically, just forcing firms to
plan and think well about their ongoing operations, including li-
quidity, but also internationally, because they force us all, meaning
U.S. banking agencies and our counterparts abroad, to think
through what the impact of the highly stressed and potentially in-
solvent status of an internationally active institution would be, and
then in a very practical way, allow us to start trying to tackle those
problems.

That is where those four work streams that I alluded to earlier
came from on things like payment systems. It is people actually
thinking practically, what would be the impact of a high degree of
stress on this kind of firm. Ah, here is where it is. Let us see if
we can relieve some of that stress.

So I think if we continue to do that, and if other countries begin
to implement resolution mechanisms that have some of the same
features as we do, then over time we may be able to converge
around a set of practices which are sufficiently common that we
could handle an international insolvency.

But I would not disagree with you for a moment. I think we have
a good ways to go before we get there.

Senator CORKER. So if I hear you, though, you would advocate
that other countries adopt a similar resolution mechanism, not nec-
essarily that we all develop more sophisticated Bankruptcy Code to
work for highly complex entities like that.

Mr. TARULLO. I think the domestic choice that a country makes
as to whether it is going to have a special part of its bankruptcy
law devoted to financial institutions or whether it is going to have
something that it calls a resolution mechanism is less important
than the resolution mechanism or the special bankruptcy chapter
having the kinds of provisions that are being elaborated right now
in the Basel Committee work, or FSB work, to say these are the
kinds of things that we need to be able to do. These are the kinds
of decisions that we need to be able to make, things like bridge
banks, in order to contemplate a successful resolution.

And the last thing I would say, Senator, is the FDIC is going to
work with the law that has been passed and the resolution mecha-
nism that they have and try to implement that in the best way pos-
sible. One of the elements of that best way possible is to try to get
some compatibility, not harmonization necessarily but compatibility
with what other major financial centers are doing.

Senator CORKER. Can I ask another question or do you need to
go? I am going to just ask one more. As you look at the Dodd-Frank
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bill and you are out dealing with your international counterparts,
is there anything that each of you wish was in the bill that is not?

[Laughter.]

Chairman BaYyH. We should have given the witnesses—we should
have put some sodium pentothal in the water, Bob, before asking
that question.

Senator CORKER. And forget even the international component,
just from where you sit. I personally thought that, looking at any
bill this size, there are going to be some good things in it, and
there are some good things in this bill. I also thought, on the other
hand, there was a lot of overreach in areas that have nothing what-
soever to do with financial regulation and the country will figure
that out over time. But it also was a tremendous missed oppor-
tunity to address some of the core issues that, as a country, we
needed to address.

That was my own view, and it obviously is on public record now.
I felt that, overall, the bill was a net negative because of that, OK.
And I guess it was so close to it, I just knew what it could have
been as a bill and it wasn’t and that was disappointing. But over
time, we are going to have some opportunities to correct unin-
tended consequences and we will be dealing with this and I look
forward to dealing with people on both sides of the aisle to do that.

But from your perspective, what are some of the things that you
wish were in the bill but are not?

Mr. TARULLO. Senator, by and large, my sense is that, as you
and the Chairman have both indicated, there is a lot of open tex-
tured language and authority in the bill in the Systemic Risk
Council and in the constituent agencies of it. So if we think that
there is something lacking, there is often an avenue for trying to
develop the necessary authority.

I think one problem, and I am not saying the bill doesn’t have
the ability to address this, but the way I have looked at the finan-
cial crisis and our financial system is that we have had three kinds
of problems. We have had domino-effect type problems,
counterparty problems, where the failure of one firm could induce
the failure of another.

We have correlation problems, whereby a big negative effect on
assets affects everybody’s balance sheet and leads to distress sales
that drive down asset prices further and get the negative spiral
going. And we have had contagion problems, where the problems
in one institution, because of information asymmetries, lead to runs
on other institutions.

I think that there is an enormous amount in the bill that ad-
dresses the first problem of domino or counterparty effects, and it
is going to be up to us to elaborate capital, liquidity, and other
kinds of regulations that will successfully address the second and
third issues.

And T would also say that we have two kinds of phenomena out
there. We have the too big to fail phenomena, which we just needed
to address and we need to continue to address. But we also have
what I think of as the parallel strategies problem. So let us hypoth-
esize. You have 30 or 35 midsize financial institutions who are all
engaged in the same kind of activity, all relying on the same
sources for their liquidity, and a problem arises in that market.
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You are going to have a systemic issue just as surely as if you had
a challenge to one of the two or three largest firms in the country.
And I don’t think we have really come to grips with that kind of
issue yet.

We are not extending capital and liquidity requirements to all
big financial firms, only to those that own banks and/or those that
are regarded as in and of themselves systemically important. So
the Council is going to have to do a good bit of monitoring to see
whether activities and parallel strategies migrate into the unregu-
lateg sector because I think that is at least a possibility going for-
ward.

Ms. CaSEY. Just briefly, you touched on one of the primary re-
forms I had hoped for, which was sort of structural, which would
have been a merger of the CFTC and the SEC, which, again, I
think would have resulted in enhanced efficiencies, I mean, I think
despite our best efforts to work very collaboratively together, which
we are doing and will do. But there is a lot in the bill for the SEC
and our mission, so I think I guess that is the one I would high-
light that would have been more fundamental to reforming our
oversight of the markets.

Ms. BRAINARD. Senator, I think Members of this Committee just
should feel enormously proud of this legislation. I think that it will
put in place protections that address every component that contrib-
uted to the financial crisis, and I think it does what good legisla-
tion does. It creates a full and very clear framework of high quality
standards for U.S. financial markets, but leaves a lot of work to
regulators, supervisors, in terms of implementation going forward.
It ends too big to fail. It will end taxpayer-funded bailouts. It will
provide the greatest set of consumer protections that this Nation
has seen. It gives regulators and supervisors the tools they need to
constrain the kind of reckless risk taking that went into the crisis.
And it is going to create a safer, more transparent derivatives mar-
ket.

So I think if you look at this bill against the principles that have
been agreed internationally in the G-20 and the Financial Stability
Board, this bill hits every single one of those core priority objec-
tives and really does set the standard internationally. And now I
think we all have our work cut out for us to make sure that other
financial jurisdictions come to the same standards.

You asked earlier what Members of this Committee could do. We
engage a great deal, not just multilaterally but also bilaterally, es-
pecially with the Europeans, and I know Members of this Com-
mittee have engaged with European Parliamentarians, but as they
work through in the critical areas of hedge funds, where we need
to make sure our firms have nondiscriminatory access as they work
through end user exemptions in OTC markets, I think engagement
with the European Parliament is another avenue for continuing our
joint efforts to bring those standards up.

Senator CORKER. Madam Secretary, I might disagree with a few
of the points you just made, but I would say you are as well
coached, well prepped, well talking pointed as any person that has
ever come before this Subcommittee.

I wish you all well, and as you move ahead, I look forward to
working with all three of you
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Chairman BAYH. Any person who is not a Supreme Court nomi-
nee? Bob, is that what you meant to say?

Senator CORKER. There you go. I thank you all for your service
and certainly for coming here today. Thank you.

Chairman BayH. Thank you, Bob.

I just have—you have been very patient. I just have a couple
quick questions, and you don’t need to go on at great length.

I note that estimates show that $5 trillion in bank debt may be
coming due in 2012. At least that is the figure that has been sup-
plied to me. That seems like a lot for the system to adjust in any
one period of time. Does this present a possible systemic risk, Mr.
Tarullo, and if so, what are we doing to prepare for that? Most of
it is European, but a big slug of it is here in the United States,
as well.

Mr. TARULLO. So

Chairman BAYH. Trying to digest that much debt in the banking
sector, what is that going to mean to credit availability elsewhere
and that kind of thing?

Mr. TARULLO. Senator, the capital position of our large firms in
the United States, I think, has been substantially enhanced over
the last year as a result of the stress tests and the capital increases
that we required. And I think right now, the funding capacities of
those large institutions are actually quite strong. Obviously, the
European situation created some stresses, but at this juncture, I
don’t think we have any reason to believe that our institutions will
not be able to access capital markets very successfully.

Chairman BAYH. Let me ask you this. What about some of the
European institutions? Obviously, our markets react here when
they have adverse developments there. They have got some sov-
ereign debt problems they are trying to work their way through
and it seems to me this may be a potential problem for us. Is this
the sort of thing we are collaborating with our counterparts in Eu-
rope on?

It leads me to my second question. These stress tests are coming
up in a matter of days.

Mr. TARULLO. Right.

Chairman BAYH. Do you think they should be made public in
their entirety, and if that is not what the Europeans decide to do,
what does that tell us about their seriousness in really making
some difficult decisions to get to the root causes of this problem
over the longer term?

Mr. TARULLO. Well, my understanding is that the intention of
the Committee of European Banking Supervisors is to post the re-
sults of the stress tests in both aggregate and individual bank form
on Friday. They have a rather elaborate timing sequence that they
actually laid out in a press release. I don’t know, Senator, the de-
gree of detail that will accompany those releases, but I do think
that the European authorities understand the importance of trans-
parency in conducting a successful set of stress tests.

Chairman BAYH. Good. Hopefully, they will keep ambiguity to a
minimum.

Just two more quick questions, one on behalf of Chairman Dodd,
who could not be with us today. My final question on my behalf to
all of you is, as you know, some of the Europeans are moving for-
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ward with bank assessments, taxes, whatever we want to call it.
It doesn’t look like at least in the immediate term we are going to
be doing that in our country. This is sort of the reverse of a couple
of questions you were being asked earlier. If the Europeans move
forward with that tax, we don’t, what is that going to do to the
competitive balance of the financial institutions here and there?
Does anybody want to take that on?

Ms. BRAINARD. So I think there have been a lot of conversations,
as you know, within the G-20 about whether to adopt a consistent
financial fee across the jurisdictions and the agreement that we
reached in Toronto, I think, was a good one and it is that all of
the members of the G-20 essentially agreed that taxpayers should
never bear the burden of any extraordinary interventions into the
financial system, that financial institutions should. And that, of
course, is reflected in the Dodd-Frank legislation. And that is, I
think, a basis for creating a level playing field.

And so to the extent that different jurisdictions have different
burdens to compensate in terms of extraordinary Government
interventions, there may be different levels of need for assessments
on financial institutions, but our general conclusion from those dis-
cussions is that as long as the general principle was recognized and
that those fees are imposed in a way that respects a level playing
field, that different jurisdictions were going to have different needs
to impose those levies at different times.

Chairman BAYH. Thank you very much, Ms. Brainard.

On behalf of Chairman Dodd, who could not be with us here
today, let me ask you the following question. Governor Tarullo and
Commissioner Casey stressed the importance of strong Congres-
sional oversight. Secretary Brainard, will Treasury be responsive to
this Subcommittee’s request for testimony from Secretary Geithner
to explain the recent International Economic and Exchange Rate
Policy Report? I think we are talking about the China currency
issue here. So far, Treasury has not been responsive. That is chan-
neling Chairman Dodd.

Ms. BRAINARD. Treasury is always very responsive to this Sub-
committee and will continue to be.

Chairman BAYH. Do you care to put a time line on that?

Ms. BRAINARD. I don’t actually know discussions about dates, but
will be very happy to get back to you or to Chairman Dodd on that
request.

Chairman BAYH. Very good. Thank you.

My final observation, I hope your take-away from this when you
go to the international forums in which you work with our counter-
parts is that you can tell them that the Congress is serious about
convergence. We think that is important over time to avoiding a
repetition of what we have been through, and that we are also seri-
ous about enforcement mechanisms. At the beginning, understand-
ably, we will rely upon sort of soft enforcement, but over time, you
need to have real teeth if we are going to truly take our aspirations
and translate them into better financial stability reality. I think
that is the point of the hearing today, and I am very grateful to
each of you in your capacities for promoting that objective. It really
is doing our country a great service, and I know that sometimes
progress is not as fast as we would like in international forums,
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but it is essential and I just want to express my appreciation for
your work in that regard and also for your courtesy and your time
here today.
Thank you all very much. This hearing is adjourned.
[Whereupon, at 11:50 a.m., the hearing was adjourned.]
[Prepared statements supplied for the record follow:]
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Chairman Bayh, Ranking Member Corker, and Members of the Subcommittee,
thank you for the opportunity to discuss our international financial reform agenda.

The historic passage of the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act lays the foundations for a sounder and more resilient financial system.
Thanks to the leadership of President Obama, Secretary Geithner, and Chairmen
Dodd and Frank, and to the hard work of this Subcommittee, this legislation enacts
the most far-reaching reforms of our financial system that this country has seen
since the Great Depression.

The challenge before us now is to ensure that the world’s standards are every bit
as strong as America’s. In the wake of the most globally synchronized financial cri-
sis the world has ever seen, we must develop the most globally convergent financial
protections the world has ever attempted. It is critical to level the playing field up—
while protecting against future financial crises and promoting economic growth.

While implementation will take some time, we are determined to move quickly
to provide clarity and certainty about the basic rules. We will do so with great care
recognizing the complexity of the challenges, but with a sense of urgency commensu-
rate with the critical importance of achieving international convergence and consist-
ency.

Today, I will discuss our international regulatory reform agenda, focusing on the
importance of achieving international convergence to high-quality standards that
address too big to fail and extend the perimeter of regulation, and establishing a
global architecture that will prevent future crises.

Setting High-Quality Standards

You have now acted with legislation to address the fundamental weaknesses in
the U.S. financial system. The Dodd-Frank bill does just what good legislation
should do: it creates a clear, full framework of high-quality standards for U.S. finan-
cial markets. Now that we have achieved this goal at home, why do international
standards matter for U.S. households, workers, and firms?

Financial firms, markets, and transactions are more interconnected than ever be-
fore, and the breadth and depth of these linkages require us to coordinate across
borders if we are to protect America’s economic and financial well-being. Without
internationally consistent standards, large financial firms will tend to move their ac-
tivities to jurisdictions where standards are looser and expectations of Government
support are stronger. This can create a race to the bottom and intensify systemic
risk throughout the entire global financial system.

As the crisis demonstrated, significant market disruptions in one market can have
a significant impact on other markets. Therefore, our financial reform agenda will
not be complete until we achieve a level playing field with high-quality standards
across the world’s major financial centers covering the most globally mobile activi-
ties.

But while global convergence will be critical in areas such as capital and deriva-
tives regulation, our international efforts in other areas may be equally well served
by coordinating different approaches across nations, reflecting deeply rooted dif-
ferences in national structures and institutions. In these cases, while we share com-
mon objectives globally, the mechanism that works best for other countries may not
work best for the United States in seeking to advance our common objectives.

Addressing Too Big To Fail

The recent financial crisis demonstrated clearly that some financial firms are so
large and interconnected that their failure could pose a threat to overall financial
stability. The crisis also made clear that the existing framework for constraining the
risk of large, interconnected financial firms and our Government toolkit for man-
aging their failure were profoundly inadequate. That is why our reform efforts are
tackling head on the moral hazard problem associated with firms perceived to be
“too big to fail,” by increasing the incentives of these firms and their shareholders,
creditors, and counterparties to manage and discipline their risk-taking and by re-
ducing the threat they pose to the system. Internationally, our efforts are focused
on the largest and most consequential economies in order to reinforce our domestic
reform efforts.
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Constraining Risk-Taking by Major Financial Firms

In the lead-up to the recent crisis, major financial institutions around the world
held too little loss-absorbing capital relative to risky assets; used excessive leverage
to finance their operations; and relied too much on unstable, short-term funding.
The resulting distress, failures, and Government intervention imposed steep and un-
acceptable costs on households, workers, and businesses that are still felt today.

The lesson is clear: more and higher quality capital must be at the core of our
efforts to ensure a more resilient financial system less prone to failure.

It is equally clear that we must focus our regulation of these firms on protecting
the stability of the financial system as a whole—not just the solvency of individual
firms—and that the new standards on capital must be global in reach. For the past
two decades, there has been broad recognition that the high mobility of bank risk-
taking in response to small differences in regulatory capital requirements demands
convergence of capital rules for globally active firms across major financial centers.
And that is truer than ever today when considerations of safety and soundness are
paramount.

That is why, in Toronto last month, the G-20 Leaders agreed on the need to in-
crease the quality, quantity, and international consistency of banks’ capital with the
goal of ensuring that financial institutions hold enough common equity to withstand
without Government intervention stresses of the magnitude seen in the last crisis.
President Obama and other G-20 leaders set the goal of reaching a comprehensive
agreement by the time of their next summit, in Seoul in November.

The Basel Committee on Banking Supervision (BCBS)—which is responsible for
setting capital standards—is working hard to meet this deadline. Efforts are under-
way to establish common definitions of capital and risk weights and to determine
the necessary amount of capital and an appropriate liquidity ratio for a more resil-
ient system, along with specifying appropriate transition periods. The U.S. banking
regulatory agencies have been key players in advancing this work in the BCBS.

Improving Market Discipline Through Enhanced Disclosures

Improving market discipline on major financial firms is an important complement
to prudential supervision and regulation by governments. This in turn requires in-
creasing the quantity and quality of information available to market participants
about major financial firms.

Stress tests are one important source of information that can help to identify
sources of significant risk and assess the resilience of individual financial institu-
tions in adverse scenarios. While controversial at the time, the decision to subject
large U.S. financial institutions to stress tests through the Supervisory Capital As-
sessment Program (SCAP) and to fully disclose the results at the aggregate and
bank levels marked a turning point in global financial markets by reducing uncer-
tainty and restoring confidence in our financial institutions. Since that time, U.S.
banks have raised more than $150 billion in high-quality capital.

In the coming days, the Committee of European Banking Supervisors will release
bank-by-bank stress test results for the large cross-border European banking groups
as well as a number of smaller banks. While there is no one-size-fits all approach
to stress testing, this European effort—with the appropriate assumptions and disclo-
sures—could play a helpful role in dispelling uncertainty about the financial condi-
tions of individual financial institutions in Europe and in strengthening trans-
parency and bank balance sheets, as SCAP did in the United States.

Strengthening Shock Absorbers and Market Infrastructure To Reduce the Risk of
Contagion

In the years leading up to the crisis, a parallel banking system emerged, popu-
lated by highly leveraged nonbank financial firms that relied on short-term bor-
rowing to finance the purchase of long-term assets. This parallel banking system
had none of the Government-provided shock absorbers that protect the banking sys-
tem—deposit insurance, a lender of last resort, and guaranteed payment systems.

In turn, the traditional banking system had important exposures to this parallel
banking system with its risks of asset bubbles, runs, and collapse. Banks provided
credit to, and engaged in large amounts of over-the-counter (OTC) derivative trans-
actions with, the major securities firms and other nonbank financial institutions.
Banks also provided payment, clearing, and settlement services to the parallel bank-
ing system. In significant part because of these exposures, the collapse of the
nonbank financial sector during the crisis threatened the safety and soundness of
the banking system itself.

In particular, the build-up of risk in OTC derivatives markets became a major
source of contagion during the crisis. To reduce risk from the web of bilateral de-
rivatives trades between the major financial firms, U.S. financial reforms require
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clearing of standardized OTC derivatives through well-regulated central counterpar-
ties; exchange trading of standardized derivatives to promote transparency, price
discovery, and liquidity; and supervision and regulation of all derivatives dealers
and major market participants, including conservative capital and initial margin re-
quirements on all non-centrally cleared derivatives. Moreover, trade repositories will
provide regulators with information about standardized and customized transactions
so that they can assess the potential for derivatives trades to transmit shocks
through the financial system.

In light of the globalization of these transactions, we are now working internation-
ally to make sure others take comparable steps. In this regard, we are working es-
pecially closely with the EU to make certain that critical OTC derivative market in-
frastructure is subject to oversight in line with the standards adopted by the G-20
and FSB, and that appropriate cooperative oversight frameworks are established to
address the information needs of supervisors and regulators.

Providing Better Tools To Resolve Major Financial Firms While Safeguarding the
System

Another key element of our approach to constrain risk-taking and tackle moral
hazard consists of making the system safe for failure. The Dodd-Frank legislation
helps to achieve this objective by providing for a special resolution authority for the
Federal Government to use in times of distress when the failure of a major financial
firm could pose a threat to the broader system. Modeled on the FDIC process, this
resolution authority closes a gap that severely limited the Federal Government’s op-
tions during the crisis.

We have worked within the G-20 to secure a commitment to robust resolution au-
thority consistent with the recommendations of the BCBS, which has identified im-
provement of national resolution systems, better cross-border crisis management
mechanisms, and convergence of national laws as key priorities.

In addition, G-20 Leaders have agreed that major financial firms should be re-
quired to prepare and regularly update credible plans for their rapid resolution in
the event of severe financial distress—so that governments and stakeholders are
better prepared to accomplish an orderly unwinding of the firm in the event that
crisis strikes. Regulators in the United States and the other G-20 countries are
working through the FSB and the BCBS to implement this requirement in an inter-
nationally coordinated fashion.

Finally, it remains vital that the financial sector, not taxpayers, bear the burden
of risks imposed on the system as a whole. In Toronto, G-20 Leaders agreed on the
principles that financial institutions—not taxpayers—should bear the burden of ex-
traordinary support provided in crisis to the financial sector, that any fees be based
on risk imposed on the system, and that such fees be undertaken in a manner that
allows for broad international adoption. This is a significant achievement.

Tying Compensation to Long-Term Value Creation

We recognize that excessive compensation in the financial sector both reflected
and encouraged excessive risk-taking. Our response has been decisive. Last year, G-
20 Leaders endorsed the Financial Stability Board’s (FSB’s) Principles for Sound
Compensation Practices, which aim to align compensation with long-term value cre-
ation, deter excessive risk-taking, and create a level international playing field. The
FSB has since reviewed implementation of these important principles, found that
substantial progress had been made but that more work remains to be done, and
indicated that it will follow up with a further review next year.

Our work domestically supports these principles. The Dodd-Frank legislation
gives shareholders a say in the compensation of senior executives at the companies
they own, and it requires independence of the compensation committees of corporate
boards. The Federal Reserve has conducted a review of incentive compensation prac-
tices at large banks and, along with other U.S. banking regulators, issued super-
visory guidance on sound incentive compensation policies. These efforts are in addi-
tion to the SEC’s recent enhancement to rules on compensation disclosure and
Treasury’s appointment of a Special Master to ensure that the pay packages of ex-
ecutives at firms that received exceptional Government assistance promote long-
term value creation and avoid incentives for excessive risk.

Extending the Perimeter of Regulation

Of course, effective restraint of risk-taking in the financial system depends in the
first instance on Government having the authority to subject firms that present out-
sized risks to the stability of our financial system to a common framework of super-
vision and regulation. All firms, products, and institutions that could pose signifi-
cant risks to the system should be regulated—thereby extending the perimeter of
regulation.
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A well-functioning financial sector also depends on supervision addressing risks
to the stability of the system as a whole, not just the risks arising from individual
institutions. Prudential supervision has historically focused on the safety and sound-
ness of individual firms, an approach that can fail to detect emerging threats to fi-
nancial stability that may cut across many institutions. The new Financial Stability
Oversight Council of financial regulators will help fill gaps and supplement existing
approaches to supervision with assessments of the potential impact of the activities
and risk exposures of major firms across financial institutions, critical markets, and
the broader financial system.

While supervisory and regulatory institutions vary across jurisdictions, there is
broad recognition within the G-20 of the need for supervision to be consolidated and
to address risks to the system. European policymakers are now creating a macro-
prudential supervisory function—the European Systemic Risk Board—to assess sys-
temic risks and vulnerability, as well as issue risk warnings.

We are also working with our partners in the G-20 to address other areas that
require broader international consistency, including credit rating agencies and
hedge funds. The Securities and Exchange Commission is leading work with our
international partners in the G-20 and the Financial Stability Board to develop
stronger oversight of the credit rating agencies in order to eliminate conflicts of in-
terest, reduce reliance on ratings, and improve disclosure.

The perimeter must also be extended to ensure stronger oversight of hedge
funds—an area where international consistency is at a premium. We have worked
to ensure international agreement on the same approach that the United States has
adopted: requiring all advisers to hedge funds (above a threshold) to register and
report appropriate information so that regulators can assess whether any fund poses
a threat to overall financial stability by virtue of its size, leverage, or interconnect-
e}c;{nefls and to impose heightened supervisory and prudential standards on entities
that do.

As the EU works to establish similar requirements under their Alternative Invest-
ment Fund Managers Directive, we are working to ensure that the EU provides U.S.
managers and funds with nondiscriminatory access to the EU market on par with
that of EU-based managers—in the same way that U.S. rules treat all advisors and
funds operating in the U.S. equally regardless of their origin.

Strengthening the International Architecture for Financial Cooperation

Building a resilient financial system at home will require strong financial reforms
around the world. For that reason, we have been working to strengthen and extend
the global architecture for financial cooperation—fostering high-level political com-
mitment to implement key reforms where global consistency and cooperation is most
critical; extending international regulatory, supervisory, and standard-setting co-
operation to include key emerging markets; and working intensively through
strengthened bilateral channels.

Building Stronger Global Cooperation

Owing in large part to President Obama’s leadership, the G-20 has become the
premier forum for global economic cooperation. By working with our partners in the
G-20, which represents 85 percent of global economic output, we have pursued glob-
al economic stability and growth, and built high-level political commitment to the
core tenets of our financial reform and repair agenda.

To help coordinate the formulation and execution of strong and consistent rules
across key financial jurisdictions, last spring, G-20 Leaders agreed to reestablish the
FSB with a strengthened mandate and expanded membership. The FSB is a critical
part of our collective efforts to identify vulnerabilities in the global financial system,
promote financial stability, and encourage coordinated and comprehensive regu-
latory standards through peer review. The FSB brings together representatives from
25 major jurisdictions, including all major global financial centers, along with inter-
national regulatory, supervisory, and standard-setting bodies. The FSB is working
closely with the BCBS to coordinate international efforts to strengthen bank capital
and liquidity standards, and to devise policy recommendations for winding down
large, interconnected financial institutions. Currently, the FSB and BCBS are pre-
paring recommendations on this set of issues for the next G-20 Leaders Summit in
November.

To promote effective and timely implementation of national regulation and super-
vision in activities where international consistency is at a premium, and to provide
safeguards against jurisdictions with lax standards, we are also working to build ef-
fective systems of surveillance and peer review.

The International Monetary Fund (IMF) is central to this effort, and it has ex-
panded its multilateral and bilateral surveillance analysis to identify emerging mac-
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roeconomic and financial risks, and to recommend actions needed to address those
risks. It also has contributed work on financial risk fees, alternative approaches to
cross-border resolution, and supervisory effectiveness. The IMF’s Financial Sector
Assessment Program (FSAP) is a voluntary, comprehensive, and in-depth analysis
of a country’s financial sector, and has been strengthened to reflect lessons learned
from the crisis, including regular coverage of systemically important countries and
more candid and transparent assessments.

Peer reviews will be increasingly integral to collective efforts to raise international
standards in the areas of prudential supervision, antimoney laundering and
counterterrorism financing, and tax information exchange. The three responsible
international bodies—respectively, the Financial Stability Board, the Financial Ac-
tion Task Force, and the Global Forum on Transparency and Exchange of Informa-
tion for Tax Purposes—have each launched a rigorous process for peer review of
compliance in their relative areas.

Building Stronger Bilateral Cooperation

Finally, we are also building stronger bilateral mechanisms for regulatory and su-
pervisory cooperation and coordination with major and emerging financial jurisdic-
tions. We have recently elevated our Financial Market Regulatory Dialogue with the
EU to ensure greater consistency and nondiscriminatory approaches as rules are
being rewritten on both sides of the Atlantic on key areas such as derivatives and
hedge funds. Treasury, in cooperation with U.S. regulators and supervisors, is also
strengthening financial policy dialogues with China, Japan, India, Mexico, Canada,
and Australia, recognizing that cross-border coordination is more important than
ever to ensure the integrity and resilience of our financial system.

Looking Ahead

In conclusion, as we prepare for historic financial regulatory reform to be enacted
into law in the United States, we must work to level up the playing field across
all major and emerging financial centers internationally. By pursuing and imple-
menting high-quality standards, addressing the moral hazard associated with too
big to fail, extending the perimeter of regulation, and establishing a stronger inter-
national architecture to prevent future crises, we will enhance the soundness and
resilience of our own financial system to better serve America’s households, workers,
entrepreneurs, and corporations for generations to come.

We appreciate the leadership of this Committee on these key challenges, and we
look forward to working with Congress as we engage with our international part-
ners, challenging them to match the strength and sweep of American reforms.

Thank you.

PREPARED STATEMENT OF KATHLEEN L. CASEY
COMMISSIONER, SECURITIES AND EXCHANGE COMMISSION

JuLy 20, 2010

Chairman Bayh, Ranking Member Corker, and distinguished Members of the Sub-
committee, thank you for inviting me to testify about international cooperation to
modernize financial regulation.

International Cooperation: From Policy to Principle to Standard

I am pleased to have the opportunity to testify before you on behalf of the Securi-
ties and Exchange Commission on this very important topic. As I stated in my testi-
mony before the Subcommittee last September, international cooperation is critical
for the effectiveness of financial regulatory reform.! At that time, I described the
existing mechanisms for international cooperation in securities market regulation
and key securities regulatory reform issues being pursued through such mecha-
nisms. The various mechanisms I described in September all remain active and rel-
evant today. I therefore would like to use this opportunity to comment on some of
the entities and venues in which we cooperate, and update the Subcommittee on
progress in certain key areas.

At the same time that Congress has been considering the scope and specifics of
regulatory reform in the United States, discussions have been taking place in the
G-20, the Financial Stability Board (FSB), International Organization of Securities
Commissions (I0SCO), and other forums as to the nature of regulatory reforms that
might be desirable in the wake of the crisis and how best to coordinate such regu-
latory responses internationally. Effective international coordination begins with a

1See, http:/ |www.sec.gov | news [ testimony / 2009 [ ts093009klc.htm.
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coherent articulation of and commitment to policies designed to address the weak-
nesses identified in the crisis. Those policies, in turn, must be reflected in sound
principles developed to guide national regulatory authorities’ regulation, such that
national authorities can move forward in a coordinated fashion to consider and im-
plement those principles in their own standards and regulations.

Articulating International Policy

The G-20 has proven helpful in forging a broad consensus about what major
issues should be addressed by the individual G-20 members in seeking to avoid and
‘fcp mitigate at least some of the risks the global financial system may continue to
ace.

In addressing such broadly identified risks, not all jurisdictions will follow the
same or even similar approaches. While the G-20 is an excellent vehicle for discus-
sion of the highest-level policy objectives for financial regulation, regulatory objec-
tives are just that—objectives. Different jurisdictions are likely to use different ap-
proaches in pursuit of those objectives, depending on their own legal and market
structures. In this respect, I would note that the relevant provisions of the Dodd-
Frank Wall Street Reform and Consumer Protection Act are broadly consistent with
the international principles articulated in the key areas of hedge funds, OTC deriva-
tives and credit rating agencies, and provide the Commission with the requisite au-
thorities to craft regulations consistent with these principles.

In addition, because not all jurisdictions are members of the G-20, and even in
those jurisdictions that are, not all important actors are represented—legislatures,
for example—national deviations from the G-20 consensus are possible. On issues
relating to regulatory arbitrage or market competitiveness, it is unlikely, however,
that a significant divergence from the G-20 consensus would go unnoticed.

At the G-20 Summit in Toronto, the Leaders pledged to act together to achieve
the commitments to reform the financial sector made at the Washington, London,
and Pittsburgh Summits. This reform agenda rests on four pillars, consisting of a
strong regulatory framework, effective supervision, resolution of financial institu-
tions in crisis and addressing systemic institutions, and transparent international
assessment and peer review. The G-20 has tasked the FSB and other organizations
with certain responsibilities in these areas, supported their ongoing work, and set
forth timelines for completion of some of this work.

Currently, I represent the Commission in the FSB alongside the other U.S. Gov-
ernment participants, including the Federal Reserve Board and the Department of
the Treasury. Although the SEC is a independent Federal agency, the Commission
places a high priority on coordinating the U.S. position with its fellow agencies and
presenting a strong and unified position in policy discussions at the FSB level. This
has been highly effective and is accomplished through extensive and informal com-
munication between the staffs of our agencies as well as the Office of the Comp-
troller of the Currency, the Commodity Futures Trading Commission, and the Fed-
eral Reserve Bank of New York.

The Commission continues to support the efforts of the FSB, which includes offi-
cials from across the spectrum of financial regulation. It is useful as a discussion
forum to review broad trends affecting the financial systems. Through FSB discus-
sions, some gaps in regulation can be more readily identified and remedial action
prioritized. The G-20’s focus on these results also is helpful in ensuring that the
pace of reform is maintained and that a clear and coherent international framework
emerges.

While the FSB is useful in discussing and coordinating these efforts, the real work
associated with building international regulatory-level consensus and coordination
rests with international technical bodies such as IOSCO. The members of these or-
ganizations have both the expertise and regulatory authority to establish a coordi-
nated approach to common regulatory problems. For these reasons, we cannot un-
derestimate the importance of efforts at the level of international bodies like
IOSCO, where policies, including many of those agreed to by the G-20 and the FSB,
can be forged into principles to guide securities regulation.

I0SCO

As a securities regulator, the SEC has long been active in IOSCO as member of
the Technical Committee and Executive Committee. As mentioned, I recently com-
pleted a 2-year term begun by former SEC Chairman Chris Cox as Chair of the
Technical Committee. During this period, IOSCO has taken important steps in ad-
vancing approaches to regulation in the areas of credit rating agencies (CRAs),
hedge funds, over-the-counter derivatives, securitization and short selling. IOSCO
recently agreed to reorganize its internal structure as part of an ongoing strategic
review, as well as to strengthen the organization’s role in forging an international
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consensus on issues where the potential for regulatory arbitrage or conflicts are real
concerns. 2

IOSCO is the leading forum for securities regulators to discuss regulatory issues
and concerns and to move these issues from broader agreement on policy to an ar-
ticulation of particular principles that should guide regulation across global capital
markets. The crisis has highlighted the need for enhanced cooperation in inter-
national regulation, and IOSCO has continued to focus on raising standards for
international cooperation and coordination among securities regulators. This past
year’s focus on cooperation relates to enforcement as well as in supervisory over-
silght of market participants whose operations cross borders in the globalized market
place.

Principles of Securities Regulation

The IOSCO Objectives and Principles of Securities Regulation (I0SCO Principles)
have, since their adoption by the organization in 1998, served as the key inter-
national benchmark for the regulation of securities markets. They are recognized by
the integnational community as one of “Twelve Key Standards” for a sound financial
system.

In the wake of the recent financial crisis, IOSCO’s Executive Committee charged
its Implementation Task Force to revise the IOSCO Principles to take into account
the emerging consensus regarding regulatory concerns raised by the recent crisis.
At the annual meeting last month in Montreal, the Presidents’ Committee approved
revised IOSCO Principles, which include eight new principles as well as a number
of revisions to existing principles.

The new principles address concerns regarding systemic risk in markets, recog-
nizing the vital importance of this concept, and emphasize the need to review the
perimeter of regulation to address other market practices highlighted during the
global financial crisis.

Enforcement Cooperation

In May 2002, IOSCO developed the Multilateral Memorandum of Understanding
Concerning Consultation and Cooperation and the Exchange of Information
(MMoU), a nonbinding multilateral enforcement information-sharing and coopera-
tion arrangement that describes the terms under which any signatory can request
information or cooperation from any other signatory as part of an investigation of
violations of securities laws or regulations in the requestor’s jurisdiction. The MMoU
serves as an international benchmark for securities regulators interested in acquir-
ing the powers necessary to cooperate fully in the fight against securities fraud and
financial crime. The MMoU has also greatly expanded the number of securities reg-
ulators who have the ability to gather information and share information with the
SEC for enforcement investigations and proceedings.

IOSCO completed a milestone this past January when 96 percent of the eligible
membership of 115 securities regulatory authorities met the requirements needed
to become signatories to the MMoU, or have made the necessary commitment to
seeking national legislative changes to allow them to do so in the near future. This
represents a virtually complete commitment on the part of the international regu-
latory community to meet the minimum standards expected of regulators with re-
spect to cooperation in the enforcement of securities laws. In order to pursue full
implementation of the IOSCO MMoU, the IOSCO President’s Committee passed a
new resolution in June of this year requiring all IOSCO members with primary re-
sponsibility for securities regulation in their jurisdictions to become full (Appendix
A) signatories by January 1, 2013.

Supervisory Cooperation

Recognizing the increasing need to collaborate in the oversight of firms and mar-
kets that are increasingly global, the Technical Committee, in June 2009, estab-
lished a new Task Force on Supervisory Cooperation. This Task Force, led by the
SEC and the French Autorité des marchés financiers, was tasked to develop prin-

2During its 35th Annual Conference, held in June this year, IOSCO reformulated its strategic
mission and goals for the next 5 years, in order to take into account IOSCO’s increased role
in: maintaining and improving the international regulatory framework for securities markets by
setting international standards; identifying and addressing systemic risks; and advancing imple-
mentation of the IOSCO Principles

3The objective of the IOSCO Principles is to encourage jurisdictions to improve the quality
of their securities regulation. They are used not just by developing markets interested in cre-
ating a regulatory structure for an emerging financial market, but also by the World Bank, the
International Monetary Fund, and other international ﬁnancial institutions in conducting their
financial sector assessment programs and similar regulatory assessment exercises.
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ciples on cooperation in the supervision of markets and market participants whose
operations cross international borders. This effort is particularly relevant to
I0SCO’s ongoing work related to broker-dealers and exchanges as well as hedge
funds, credit ratings agencies and other elements of the securities markets infra-
structure. In May 2010, IOSCO published Principles Regarding Cross-Border Super-
visory Cooperation, which included a report and sample Supervisory Memorandum
of Understanding to assist securities regulators in building and maintaining cross-
border cooperative relationships with one another.

Hedge Funds

In June 2009, IOSCO’s Technical Committee published a report, “Hedge Funds
Oversight,” which sets out six high-level principles for regulation of the hedge fund
sector.* A task force under the direction of the Technical Committee has since ex-
panded its efforts to provide a coordinated basis for hedge fund oversight by devel-
oping a common template to help regulators identify the types of information that
could be gathered to assess possible systemic risk arising from the hedge fund sec-
tor. This template contains a list of broad proposed categories of information (with
examples of potential data points) that regulators could collect for general super-
visory purposes and potentially to help in the assessment of systemic risk (includ-
ing, for example, product exposure and asset class concentration, geographic expo-
sure, l)iquidity information, extent of borrowing, credit counterparty exposure, risk
issues).

Short Selling

In the last few years, many jurisdictions, including the U.S. and EU member
states, have been considering the implementation of regulatory controls to govern
the short selling practices of market participants.5 The SEC participates in the
IOSCO Short Selling Task Force formed during the depths of the financial crisis to
effect coordination among member states with respect to short selling regulations.
Pursuant to its mandate, the task force developed four principles for the effective
regulation of short selling® and aims to identify opportunities for greater conver-

4The Final Report is available at: http://www.iosco.org/library/pubdocs/pdf/
IOSCOPD293.pdf.

5For example, the SEC has adopted several rules and regulations relating to the short selling
of securities by regulated entities. On June 23, 2004, the Commission adopted Regulation SHO,
which was designed primarily to address concerns regardmg potentially abusive “naked” short
selling and persistent fails to deliver securities. As adopted, Regulation SHO included a close-
out requirement that required broker-dealers to purchase securities to close out fail to deliver
positions in certain securities with large and persistent fails to deliver. The Commission subse-
quently amended the close-out requirement in the fall of 2008 such that fails to deliver in all
equity securities must be closed out immediately after they occur. This amendment, among
other actions taken by the Commission, has significantly reduced the number of fails to deliver
securities. In addition, the Commission also adopted a “naked” short selling antifraud rule in
October 2009 which, among other things, makes it unlawful for individuals to submit an order
to sell an equity security if they deceive others about their intention or ability to deliver the
security, and such person fails to deliver the security on or before the settlement date. In Feb-
ruary 2010, the SEC adopted an alternative uptick rule (Rule 201) which imposes restrictions
on short selling if a security has triggered a circuit breaker by experiencing a price decline of
at least 10 percent in one day. At that point, short selling would be permitted if the price of
the security is above the current national best bid. The implementation date for this short sale
price test is November 10, 2010.

With respect to the European Union, on June 14, 2010, the European Commission published
a consultation paper on short selling addressing the scope of securities covered under a short
selling regime, increased transparency of short positions, restrictions on “naked” short selling
and credit default swap transactions, possible short selling exemptions and emergency powers
relating to short selling. A formal European Commission proposal is scheduled for adoption in
September 2010. In addition, on March 2, 2010, the Committee of European Securities Regu-
lators (CESR) submitted a proposal to the European Institutions recommending the introduction
of a pan-European two-tier disclosure regime for net short positions. Further, in October 2009,
the United Kingdom’s Financial Services Authority (FSA) published a feedback report detailing
the responses it received on a February 2009 discussion paper regarding short position disclo-
sure. In the report, which made no changes to its current short position disclosure regime that
has been in effect since 2008, the FSA advocated for the adoption of the CESR proposed disclo-
sure regime and indicated it is awaiting the outcome of the CESR proposal before amending
the current FSA short position disclosure policies.

6These principles state that (1) short selling should be subject to appropriate controls to re-
duce or minimize the potential risks that could affect the orderly and efficient functioning and
stability of financial markets; (2) short selling should be subject to a reporting regime that pro-
vides timely information to the market or to market authorities; (3) short selling should be sub-
ject to an effective compliance and enforcement system; and (4) short selling should allow appro-
priate exceptions for certain types of transactions for efficient market functioning and develop-
ment.
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gence in the implementation of, and assessment of the effectiveness of, these prin-
ciples. As IOSCO member jurisdictions are still in the process of implementing and/
or conducting consultations with respect to new short selling measures, including
transparency measures, 7 the task force chair is organizing a workshop for members
to continue monitoring developments in short selling regulation through an ex-
change of experiences, allowing members to better understand each other’s short
selling regulations and policies.

Examples of the Layers of International Coordination

Credit rating agencies and over-the-counter (OTC) derivatives provide illustrative
examples of the interaction of the various levels of cooperation—involving the G-20,
FSB, IOSCO, and national and regional authorities.

OTC Derivatives

In March 2010, IOSCO, the Committee on Payment and Settlement Systems
(CPSS) and the European Commission formed a working group to analyze and sug-
gest policy options to further the objectives agreed upon at the September 2009 G-
20 Leaders’ Summit in Pittsburgh to improve the OTC derivatives markets. 8

Separately, IOSCO and CPSS issued in May 2010 two consultative reports con-
taining proposals aimed at strengthening the OTC derivatives market.? One report
presents guidance for central counterparties that clear OTC derivatives products,
and the other presents a set of considerations for trade repositories in OTC deriva-
tives markets and for relevant authorities over trade repositories. These are exam-
ples of how experts from IOSCO, the Basel-based committees, and national authori-
ties are collaborating to ensure a coordinated approach as regulatory reforms in our
respective jurisdictions evolve, in a manner responsive to the objectives laid out in
policies developed by the G-20. 10

Credit Rating Agencies

At the London Summit, G-20 Leaders agreed that regulatory oversight regimes
of credit rating agencies (CRAs) should be established by the end of 2009. The G-
20 Leaders took as a starting point the IOSCO CRA Code of Conduct Fundamentals
(Code Fundamentals) first adopted in 2004. Following this commitment, national
and regional initiatives have been taken or are underway to strengthen oversight
of CRAs. In the U.S., the SEC has adopted or proposed amendments to its rules
on nationally recognized statistical rating organizations (NRSROs) in order to foster
accountability, transparency, and competition in the credit rating industry as well
as to address conflicts of interest at NRSROs, including through enhancements to
their disclosure requirements. The recent regulatory reform legislation also seeks to
further strengthen oversight, ensure greater transparency and address conflicts of
interest at NRSROs.

Many other G-20 countries have also introduced or are on the way to introducing
new regulatory oversight framework for CRAs. In the European Union regulation
introducing oversight and supervision of CRAs entered into force in December 2009;
and the Committee of European Securities Regulators (CESR) issued guidance in
June 2010 on various topics including the registration process and supervisory prac-
tices for CRAs. In Japan, the final version of a cabinet order and cabinet office ordi-
nances were published in December 2009, following the June 2009 law that intro-
duced a new regulatory framework for CRAs. The new regulations became effective
in April 2010.

While these national developments build on the IOSCO Code Fundamentals, at-
tention is needed to ensure international coordination. The SEC, Financial Services

7The Commission has also worked with several Self Regulatory Organizations (“SROs”) to im-
prove public disclosure regarding short sales. Specifically, the SROs have made the following
short sale information publicly available to all investors: the aggregate short selling volume in
each individual equity security for that day; and, information regarding individual short sale
transactions (without identifying the parties to the transaction) in exchange-listed equity securi-
ties. In addition, the Commission increased the frequency of its publication of data regarding
fails to deliver for all equity securities.

8The Pittsburgh Leaders’ Statement states, “All standardized OTC derivative contracts
should be traded on exchanges or electronic trading platforms, where appropriate, and cleared
through central counterparties by end-2012 at the latest. OTC derivative contracts should be
reported to trade repositories. Noncentrally cleared contracts should be subject to higher capital
requirements. We ask the FSB and its relevant members to assess regularly implementation
and whether it is sufficient to improve transparency in the derivatives markets, mitigate sys-
temic risk, and protect against market abuse.”

9 See, hitp:/ | www.iosco.org | news [ pdf/ IOSCONEWS182.pdf.

10From the U.S., representatives of the Commission, the Federal Reserve System and the
Commodities Futures Trading Commission participate on the working group.
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Agency of Japan and CESR-members have been engaged in ongoing discussions to
address issues relating to cross-border transferability of credit ratings and any other
significant inconsistencies or frictions that may arise as a result of differences
among their new CRA regulations.

These discussions have been facilitated by the work of Standing Committee 6 of
IOSCO’s Technical Committee (which is chaired by SEC staff). In May 2010, IOSCO
issued for public consultation a report reviewing CRA supervisory initiatives in sev-
eral of its member jurisdictions in order to evaluate whether, and if so how, these
regulatory programs implement the four principles set forth in the 2003 IOSCO
paper Statement of Principles Regarding the Activities of Credit Rating Agencies.

In response to the FSB and G-20 recommendations to review the use of ratings
in the regulatory and supervisory framework, steps are being taken to reduce offi-
cial sector use of ratings. The Basel Committee, for instance, is working to address
a number of inappropriate incentives arising from the use of external ratings in the
regulatory capital framework. National and regional authorities, including the SEC,
have also taken steps to lessen undue reliance on ratings in rules and regulations
or are considering ways to do so. As guidance to assist this work, the FSB has col-
lected information on the measures taken both at international and national levels,
and is discussing the development of high-level principles for use by authorities in
reducing their reliance on ratings.

Bilateral Cooperative Arrangements

In addition to our collaborative efforts with our counterparts in IOSCO, the Com-
mission is pushing ahead in developing much stronger and more extensive super-
visory cooperation arrangements with a number of jurisdictions. These types of ar-
rangements improve our abilities to share information at the operational level, to
essentially “compare notes” with our counterparts abroad and share information
about the entities we regulate. This combined emphasis—engagement with and
strengthening of the international standard-setting bodies, and forging closer bilat-
eral ties with our counterpart regulators overseas—is necessary for the high-level
objectives of the G-20 to be implemented in any meaningful fashion, and in ways
that do not lead to regulatory arbitrage.

On June 14, 2010, the SEC, Quebec Autorité des marchés financiers (AMF) and
Ontario Securities Commission (OSC) announced a comprehensive arrangement to
facilitate their supervision of regulated entities that operate across the U.S.-Cana-
dian border. The arrangement, in the form of a memorandum of understanding, pro-
vides a clear mechanism for consultation, cooperation, and exchange of information
among the SEC, AMF, and OSC in the context of supervision. The memorandum
of understanding sets forth the terms and conditions for the sharing of information
about regulated entities, such as broker-dealers and investment advisers, which op-
erate in the U.S., Quebec, and Ontario.

I anticipate that there will be additional arrangements of this sort in the future.
Certain provisions of the Dodd-Frank bill will facilitate supervisory cooperation be-
tween U.S. authorities and our foreign counterparts by further enabling and pro-
tecting information sharing with foreign authorities. 11

Initiatives in Other Areas of International Interest

Ultimately, while bodies such as the G-20 and FSB play an important role in the
international policy dialogue, it is critical that regulatory bodies such as the Com-
mission have control over their own agendas and the ultimate outcomes of their reg-
ulatory and standard-setting work consistent with their national authorities and
mandates. Regulators and supervisors have specific goals for regulation—which may
differ from sector to sector—but are all important. For example, a key goal of securi-
ties regulators is investor protection; this goal is not the focus of bank or insurance
supervisors, who have other priorities. Only by allowing the primary regulators,

11 Section 929K, “Sharing Privileged Information With Other Authorities”, indicates that the
Commission shall not be deemed to have waived any privilege applicable to any information by
transferring that information to, among others, any foreign securities authorities or foreign law
enforcement authorities. This extra protection for shared information can be expected to
strengthen the volume and types of information that the SEC can comfortably share with our
foreign counterparts, for the benefit of investors. Section 981, Authority to Share Certain Infor-
mation with Foreign Authorities, allows the Public Company Accounting Oversight Board
(PCAOB) to share information with its foreign counterparts without the information losing its
status as privileged and confidential in the hands of the Board. To receive information from the
PCAOB, a foreign counterpart will need to provide assurances of confidentiality, a description
of its applicable information systems and controls and of its relevant laws and regulations. The
PCAOB will have the discretion to determine the appropriateness of sharing. This information
sharing will enhance the PCAOB’s ability to effectively oversee firms that audit multinational
public companies.
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where the technical expertise resides, to develop regulatory approaches in their
areas of concern, can we ensure that all regulatory goals are being met. Moreover,
implementation and enforcement depend on legal mechanisms and processes that
vary jurisdiction by jurisdiction, and sector by sector.

I would like to briefly describe initiatives in two areas where regulators and
standard setters must bear in mind the international repercussions of their work,
but ultimately must make decisions that comply with the demands of their unique
mandates.

Convergence in Accounting Standards

Continuing a policy established over three decades ago, the Commission unequivo-
cally supports efforts of the Financial Accounting Standards Board (FASB) and the
International Accounting Standards Board (IASB) (collectively, the Boards) to re-
duce disparities in financial reporting standards through their convergence agenda.
The Boards formalized their efforts to remove differences in key areas of their re-
spective accounting standards in a 2006 memorandum of understanding.

In the Leaders Statement issued at the September 2009 Summit in Pittsburgh,
the G-20 “call[ed] on our international accounting bodies to redouble their efforts to
achieve a single set of high quality, global accounting standards within the context
of their independent standard setting process, and complete their convergence
project by June 2011.” In the wake of the G-20 Statement, the IASB and FASB have
been working aggressively toward completion of their eight remaining joint
projects. 12 To provide greater visibility into and accountability for their processes,
in November 2009, the Boards issued a joint statement that set forth milestones for
each remaining major convergence project. The Boards will issue quarterly reports
on progress on those projects until they are completed. Two such quarterly reports
have been issued to date.

The Boards’ most recent progress report, issued on June 24, provided the details
behind a modified approach to its work plan, announced in general terms on June
2. The modification reflects a prioritization of the major projects in the memo-
randum of understanding to permit a sharper focus on the issues and projects for
which the Boards believe the need for improvement in their respective standards
is the most urgent. For these projects, the modified strategy retains the target com-
pletion date of June 2011 or earlier. Included among these is the financial instru-
ments project, the importance of which was accentuated during the financial crisis.

Another revision to the project plan will result in phased publication of exposure
drafts and related consultation on standards under development. Many stakeholders
expressed concern that they may not be able to provide high quality input to each
project, given the large number of major exposure drafts previously planned for pub-
lication in the second quarter of this year, in order to finalize standards by mid-
2011. A more rationalized pace of proposed standards for comment is expected to
increase the input provided to the Board, which in turn should contribute to the de-
velopment of sustainable final standards.

The Boards’ modified strategy has the full support of the Monitoring Board of cap-
ital market authorities, which oversees the IASB’s trustee body. SEC Chairman
Mary Schapiro issued a statement upon announcement of the modified plan, ex-
pressing support for the adjustment. Both Boards are obligated to develop high
quality accounting standards that improve the transparency and usefulness of fi-
nancial reporting in the interest of investors. At their most recent summit in To-
ronto last month, the G-20 Leaders’ statement urged the Boards to complete their
convergence project by the end of 2011.

The Commission staff continues to develop its analysis of the appropriate role of
the accounting standards set by the IASB, International Financial Reporting Stand-
ards (IFRS), in financial reporting for U.S. issuers, as directed by the Commission
in a February 2010 Statement in Support of Convergence and Global Accounting
Standards. The staff’s work is designed to position the Commission in 2011 to make
a determination regarding incorporating IFRS into the U.S. financial reporting sys-
tem for U.S. issuers.

Equity Market Structure

Last year, the Commission began an in-depth evaluation of the U.S. equity mar-
ket structure. The Commission embarked on this review to ensure that the U.S. eq-
uity markets remain fair, transparent and efficient in light of new technology and
trading strategies. To date, the Commission has proposed several rules related to
the equity market structure that would:

121n addition, the Boards are collaborating on a number of other projects.
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e Establish a consolidated audit trail system to help regulators keep pace with
new technology and trading patterns in the markets. 13

e Generally require that information about an investor’s interest in buying or sell-
ing a stock be made available to the public, instead of just to a select group
operating with a dark pool. 14

o Effectively prohibit broker-dealers from providing their customers with
unfiltered access to exchanges and alternative trading systems and ensure that
broker-dealers implement appropriate risk controls. 15

e Create a large trader reporting system to enhance the Commission’s ability to
identify large market participants, collect information on their trades, and ana-
lyze their trading activity. 16

Each of these proposals is currently pending before the Commission, and the Com-
mission has received helpful comment from the public on these proposals.

In addition, to help generate thought and provide the Commission with insight
on the current landscape of the U.S. equity markets, the Commission issued a con-
cept release in January of this year.1” The Commission followed on this Concept
Release this past June by holding a Roundtable on Equity Market Structure. 18 The
Concept Release covers three broad categories. First, it asks about the performance
of the U.S. market structure in recent years, particularly from the standpoint of
long-term investors. Second, it seeks comments on the strategies and tools used by
high frequency traders, such as colocation services. Finally, it asks about dark li-
quidity in all of its forms, including dark pools, alternative trading systems (ATSs),
over-the-counter market makers, and undisplayed order types on exchanges and
ECNSs.

While the Concept Release is focused on analyzing the changes of the U.S. equity
market structure, the Commission did request comment on the impact of
globalization on U.S. equity markets. Specifically, the Commission asked the fol-
lowing questions:

1. How does global competition for trading activity impact the U.S. market struc-
ture?

2. Should global competition affect the approach to regulation in the U.S.?

3. Will trading activity and capital tend to move either to the U.S. or overseas
in response to different regulation in the U.S.?

4. How should the Commission consider these globalization issues in its review
of market structure?

The SEC is not alone in its interest in evaluating equity market structure. These
topics are currently being evaluated in other jurisdictions. For example, the EU is
currently in the process of reviewing the Market in Financial Instruments Directive
(MiFID) in light of new technology.® In May of this year, the U.K. Financial Serv-
ices Authority issued its regulatory agenda for the U.K. markets, which highlights
many of the market structure issues that the Commission is considering, such as
dark pools of liquidity and new trading platforms.20 In addition, IOSCO is evalu-
ating certain market structure issues, such as dark pools and direct market access.

13SEC Release No. 34-62174 (May 26, 2010), available at htip://www.sec.gov/rules/pro-
posed 2010/ 34-62174.pdf.

14 SEC Release No 34-60997 (November 13, 2009), available at http:/ /www.sec.gov [ rules / pro-
posed /2009 | 34-60997.pdf.

15SEC Release No 34-61379 (January 19, 2010), available at http:/ /www.sec.gov/rules/pro-
posed /2010 /34-61379.pdf.

16SEC Release no 34-61908 (April 14, 2010), available at htip://www.sec.gov/rules/pro-
posed /2010/34-61908.pdf.

17Concept Release on Equity Market Structure, SEC Release No. 34-61358 (January 14,
2010), available at http:/ /www.sec.gov [ rules/concept /2010 /34-61358.pdf.

18 See the SEC Press Release announcing the agenda and panelists for the Market Structure
Roundtable, available at http:/ /www.sec.gov /news/press/2010/2010-92.htm.

19 See, e.g., “CESR Call for Evidence, Micro-Structural Issues in the European Equity Mar-
ket”, CESR Ref No. 10-142 (April 1, 2010), available at hitp://www.cesr.eu/
index.php?page=consultation details&id=158. See also, “CESR Technical Advice to the Euro-
pean Commission in the Context of the MiFID Review—Equity Markets”, CESR Ref No. 10-394
(April 2010), available at http:/ /www.cesr.eu/index.php?page=consultation details&id=16. In
its call for evidence, CESR requested comment on issues related to high frequency trading; spon-
sored access; colocation services; fee structures; tick size regimes; and indications of interest.

20See, “The FSA’s Markets Regulatory Agenda”, (May 2010), available at htip://
www.fsa.gov.uk | pubs [ other | markets.pdf.
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Conclusion

Beyond the formal bilateral regulatory dialogues and international financial and
regulatory bodies in which the Commission and its staff participate, we have a long-
standing commitment to assist in the development and strengthening of capital
markets globally. Securities commissions and stock exchanges are increasingly re-
questing the expertise and experience of SEC staff in dealing with insider trading,
market manipulation, pyramid schemes, corporate governance, inspections and com-
pliance, antimoney laundering, and a host of other market development and enforce-
ment issues. Utilizing a faculty of senior SEC and industry officials, and seasoned
practitioners, the technical assistance program has provided training to nearly 2,000
regulatory and law enforcement officials from over 100 countries. Such technical as-
sistance helps build good relationships with our regulatory counterparts abroad. We
often need the assistance of our counterparts abroad in cross-border enforcement
matters and, increasingly, in cross-border supervisory matters. Increasingly, we find
that they are pursuing the same wrongdoers that we are, so sharing our best regu-
latory and enforcement practices redounds directly to our benefit.

Through its flagship International Institutes, bilateral dialogues, and regional
training programs, we seek to improve market development and enforcement capac-
ity around the world. This past April, we held our 20th annual International Insti-
tute for Market Development. The International Enforcement Institute is held each
fall. Earlier this month, the Commission hosted its second annual Institute on In-
spection and Examination of Market Intermediaries.

As is described above, the Commission is continuing its pursuit of efforts to im-
prove securities market regulation in the wake of the financial crisis. Increasingly,
our success will depend on international consensus on fundamental objectives of se-
curities regulation—investor protection; the promotion of fair, efficient and trans-
parent markets; and the reduction of systemic risk. As regulators, it is essential
that we bear these principles in mind, as they will help us support the strength of
our own capital markets. Our markets are made better not simply by international
consensus on principles, but also on our implementation and enforcement at the na-
tional level of common objectives agreed upon at the international level.

PREPARED STATEMENT OF DANIEL K. TARULLO
MEMBER, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

JULy 20, 2010

Chairman Bayh, Ranking Member Corker, and other Members of the Sub-
committee, I appreciate the opportunity to testify today on developments in inter-
national regulatory reform and U.S. Government priorities for international regu-
latory cooperation.

When you held a hearing on this topic in the fall, I gave an overview of the Fed-
eral Reserve’s role in international cooperative activities and reviewed some perti-
nent recent developments. In my testimony today, I will begin by enumerating the
goals that should inform U.S. participation in international regulatory and super-
visory activities. Then I will turn to some of the issues you identified in your invita-
tion letter as being of interest to the Subcommittee in this hearing: the Federal Re-
serve’s role in the international financial reform efforts—including our work on the
Basel IIT reforms, cross-border crisis management and resolution, and incentive
compensation—and a preliminary assessment of the likely effect of the Dodd-Frank
Act of 2010 on international financial reform. Finally, I will close with a few
thoughts on the future role of the Financial Stability Board (FSB) and other inter-
national regulatory bodies as we move from the design of financial regulatory re-
forms to implementation of the new framework.

Goals for International Cooperation in Financial Regulation and Super-
vision

Before discussing some of the very important initiatives that are under way, I
think it important to specify what I believe should be the U.S. goals for inter-
national cooperative efforts.

First, to increase the stability of our financial system through adoption of strong,
common regulatory standards for large financial firms and important financial mar-
kets. As events of the past few years have shown, financial stresses can quickly
spread across national borders. Global financial stability is a critical shared goal.

Second, to prevent major competitive imbalances between U.S. and foreign finan-
cial institutions. A core set of good common standards will reduce opportunities for
cross-border regulatory arbitrage, even as it promotes financial stability. This goal
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is particularly noteworthy as the United States tightens its domestic prudential
standards.

Third, to make supervision of internationally active financial institutions more ef-
fective through a clear understanding of home and host country responsibilities and
adequate flows of information and analysis.

Fourth, beyond the supervision of individual institutions, to exchange information
and analysis in an effort to identify potential sources of financial instability and to
take action to help mitigate the buildup of risks in international financial markets,
particularly those potentially posing systemic risks.

Embracing these goals does not, of course, answer the often complex questions
raised in specific initiatives, such as the degree to which rules should be standard-
ized and the degree to which national variation or discretion is warranted in pur-
suing shared regulatory ends. But I do think it is useful to keep all of these goals
in mind as we pursue our international agenda. Our task as U.S. regulators is to
work to ensure that, together, the various international financial organizations
produce reforms and practices that are consistent with U.S. interests and legal re-
quirements.

The Federal Reserve’s Role in International Financial Reform Efforts

As a central bank with significant supervisory responsibilities, the Federal Re-
serve actively participates in both (1) central-bank-focused groups that monitor de-
velopments in global financial markets and promote sound and efficient payment
systems and (2) supervisory forums, such as the Basel Committee on Banking Su-
pervision (Basel Committee), which promotes high global standards for banking su-
pervision and regulation. We also actively participate in the FSB, which is coordi-
nating many of the initiatives undertaken in response to the financial crisis and is
directly communicating with the Group of Twenty (G-20).

Our contributions to these groups take advantage of the synergies between our
central banking functions and our supervisory responsibilities. Our contributions
combine our economic research, knowledge of financial markets, and regulatory pol-
icy experience. Interestingly, in the wake of the financial crisis, we see some other
countries, notably the United Kingdom, moving back toward a more significant in-
volvement of the central bank in supervision, presumably for these same reasons.

Basel IIT

The Basel Committee is working toward new global standards for minimum bank
capital levels and a new liquidity requirement—a project that has become known
as Basel III. This undertaking is central to the first and second goals for inter-
national cooperation that I noted earlier. The Basel Committee aims to complete
this task by the November G-20 leaders meeting in Seoul. The Federal Reserve has
devoted considerable resources to this important global initiative, and we note that
international bank supervisors continued to make progress at the Basel Committee
meeting last week.

We agree with the yardstick set forth last month by the G-20 leaders in Toronto—
that minimum capital requirements should “enable banks to withstand—without ex-
traordinary Government support—stresses of a magnitude associated with the re-
cent financial crisis.” ! Our view is that large institutions should be sufficiently cap-
italized so that they could sustain the losses associated with a systemic problem and
remain sufficiently capitalized to continue functioning effectively as financial inter-
mediaries. Meeting this standard will require a considerable strengthening of exist-
ing requirements, both with respect to the amount of capital held and to the quality
of that capital. As to the former, it is particularly important that the risk weightings
associated with traded instruments be substantially increased. As to the latter, the
crisis confirmed what many of us have long believed—that common equity is by far
the best measure of a firm’s loss absorption capacity. During the crisis, regulators,
counterparties, and market analysts all looked to levels of common equity as the key
measure of a firm’s durability in the face of extraordinary financial stress. We have
conducted extensive analysis to inform our judgments on the specific rules needed
to implement this standard. In this respect, the stress tests we conducted last year
as part of the Supervisory Capital Assessment Program have been very useful in
assessing the amount of capital needed to survive a financial crisis without unusual
Government support.

Since the Basel Committee published its proposals in a number of consultative
documents, the Federal Reserve and the other U.S. Federal banking agencies have

1G-20 (2010), “The G-20 Toronto Summit Declaration”, Financial Sector Reform, item 18, G-
20 Toronto Summit held June 26-27 in Toronto, Canada, http:/ /g20.gc.ca /toronto-summit [ sum-
mit-documents [ the-g-20-toronto-summit-declaration.
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been working together for a Basel III framework that produces a strong set of glob-
ally consistent capital and liquidity requirements that will promote financial sta-
bility and a level playing field for internationally active banks. We have assessed
how various proposals would, or would not, achieve that aim. We have also consid-
ered carefully how to structure the transition to the new requirements so as to mini-
mize their effect on the economy as a whole and to allow adequate time for firms
to adjust their capital accounts.

Although adopting a robust, common set of capital and liquidity rules for inter-
nationally active banks is critical, it is neither practical nor desirable to negotiate
all details of financial regulation internationally. It is important that the United
States preserves the flexibility to adopt prudential regulations that work best within
the U.S. financial and legal systems. Within a common set of agreed-upon global
standards, each jurisdiction will want to tailor some of its rules and supervisory
practice to national conditions and preferences. Along these lines, there have been
recent discussions within the FSB on the possibility of formalizing consultations
among member countries to examine how each member is using its own mix of in-
struments to achieve particular safety and soundness ends.

The Basel Committee has a number of initiatives and work programs related to
capital requirements that go beyond the package of measures that we expect to be
completed by the fall. These efforts include, among others, ideas for countercyclical
capital buffers, contingent capital, and development of a metric for capital charges
tied to systemic risk. Each of these ideas has considerable conceptual appeal, but
some of the difficulties encountered in translating the ideas into practical rules
mean that work on them is likely to continue into next year.

Cross-Border Crisis Management and Resolution

Like stronger capital and liquidity requirements, improved resolution regimes for
both banks and systemically important nonbank financial companies are a critical
element of the domestic and international agenda to contain systemic risk. Inter-
nationally, the FSB is seeking to enhance cross-border cooperation both in making
advanced preparations for handling severe stress at specific firms and in dealing
with financial crises when they occur.

The FSB is developing concrete policy recommendations for the G-20 Summit in
November. Specifically, the FSB is working to identify common principles and key
attributes for effective national resolution regimes, including a menu of resolution
tools for authorities to draw upon in light of the varying circumstances that may
be associated with distress at a particular firm. Among these are restructuring and
wind-down measures for firms that will be closed down, such as arrangements for
providing temporary funding or the ability to establish a bridge bank to take over
essential functions. There is also considerable interest at the FSB in developing a
resolution tool that could facilitate a restructuring of a firm’s own capital and liquid-
ity that would allow it to continue operating as a going concern. Specifically, the
FSB is exploring whether there could be a viable mechanism for converting debt
into equity through terms set out in the debt instruments.

Another aspect of the FSB’s work focuses on four technical areas that may affect
cross-border recovery or resolution: (1) practices for booking trades in one legal enti-
ty and then transferring the market or credit risk of the trade to a different location
or legal entity; (2) the use of intragroup guarantees and related cross-border impli-
cations; (3) the critical nature of global payments operations, such as cash payments
or securities settlement; and (4) the adequacy of a firm’s management information
systems and service level agreements. The FSB is exploring ways to mitigate chal-
lenges related to these four areas.

Firm-specific crisis management working groups composed of home and host su-
pervisory authorities are working to identify specific issues and barriers to coordi-
nated action that may arise in handling severe stress at identified firms. This proc-
ess should culminate in recovery plans—developed by the individual firms—that
outline options for an institution to recover from a severe distress without extraor-
dinary official sector actions, and resolution plans—developed by the official sector—
intended to identify options that would result in an orderly wind-down.

Domestically, we have formed crisis management groups to cover the key inter-
nationally active U.S. banking organizations. In addition to the Federal Reserve, the
groups include representatives from the Office of the Comptroller of the Currency,
Federal Deposit Insurance Corporation, Securities and Exchange Commission, and
relevant foreign supervisors and central banks. The firms are each internally identi-
fying and assessing their options and strategies to lower risk in the event of stress,
including selling portfolios or business lines, restructuring liabilities and imple-
menting contingency funding plans. The objective is to ensure that each firm has
a concrete and viable plan to reduce riskiness, ensure the continuity of critical fi-
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nancial services, preserve liquidity, and make up cash flow shortages under severely
adverse conditions. They are individually working with their own crisis manage-
ment group to isolate key impediments to recovery and are focusing on work that
should be undertaken in the near term to enhance recovery options. These plans
will have to be dynamic to ensure they remain relevant and appropriate in light of
changing business and economic conditions.

Despite the progress that is being made through the FSB work and domestic ef-
forts, comprehensive solutions to cross-border crisis management difficulties will not
be easy to achieve. Enhancing cross-jurisdictional synchronization of resolution op-
tions and recovery processes would be a meaningful step in the right direction. At
least for the foreseeable future, a focus on regulatory coordination and supervisory
cooperation and planning before a large firm’s failure becomes a real possibility is
likely to yield the greatest benefit.

Incentive Compensation

In the last 2 years, compensation has been a regular topic of discussion at meet-
ings of international regulatory groups, culminating in the FSB’s agreement last
year on principles to guide incentive compensation.2 The principles specify that
compensation practices at major financial institutions should properly account for
risk, that boards of directors and risk managers at such firms should ensure they
do so, that supervisors should provide effective oversight, and that firms’ disclosures
should be sufficient to inform stakeholders about compensation and risk.

In addition to these principles, a number of specific projects are in progress or
have recently been completed by international regulatory working groups. The FSB
conducted a peer review of G-20 nations’ progress toward implementing the prin-
ciples, which found that progress is being made but more work is needed. Other
projects include work by the Basel Committee, expected by end-2010, on practices
that would improve the soundness of risk-taking incentives, and a proposal for dis-
closure of compensation information under Pillar 3 of Basel 2.

While the views of national supervisory authorities have in many respects con-
verged on such matters as the sources and effects of incentive problems and some
methods for better aligning the risk-taking incentives of employees at major finan-
cial institutions with the interests of shareholders and the financial system, dif-
ferent nations have taken different approaches in implementing the FSB principles.

We have adopted an approach that requires large financial organizations to estab-
lish and maintain internal governance and management systems to implement prin-
ciples for assuring that incentive compensation arrangements are risk-appropriate.
These principles, and the process by which we proposed that they be implemented,
were issued by the Federal Reserve for public comment in October. The final super-
visory guidance, which was jointly issued with the other banking agencies, was re-
leased last month.3 We chose a principles-based approach because of the substantial
variation in the actual incentives and risks associated with the thousands of execu-
tives and other employees within and among banking organizations. Our view con-
tinues to be that a uniform or formulaic approach to all such employees would be
neither efficient in motivating and compensating employees nor effective in pre-
venting excessively risky activity, particularly among nonexecutives such as traders.

In contrast, this month the European Parliament approved a directive that has
the potential to lead to a number of formula-based restrictions on employee com-
pensation at financial services firms operating in the European Union (EU).4 This
approach is consonant with views expressed by some EU members to the effect that
formula setting—for example, putting a floor on the portion of an employee’s salary
that must be deferred—is the surest way to produce changes in bank practice. How-
ever, many of the details are left to be set by the European Commission, the Com-
mittee of European Bank Supervisors, and other entities.

While both approaches have merit, we believe the option we have chosen is likely
to be more successful in promoting risk-appropriate compensation practices. As al-
ready noted, we fear that a formula-based approach applicable to all covered em-
ployees may spawn efforts to circumvent the rules through creative new compensa-
tion practices, whereas our requirement that the banks internalize sound principles

2See, Financial Stability Board (2009), FSB Principles for Sound Compensation Practices
(Basel, Switzerland: FSB, September), wwuw.financialstabilityboard.org/publications/
r_0904b.pdf

3 See, Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corpora-
tion, Office of the Comptroller of the Currency, and Office of Thrift Supervision (2010), “Federal
Reserve, OCC, OTS, FDIC Issue Final Guidance on Incentive Compensation”, joint press re-
lease, June 21, www.federalreserve.gov | newsevents / press [ bereg [ 20100621a.htm.

4More information on this directive is available on the European Parliament Web site at
www.europarl.europa.eu / sides / getDoc.do?type=TA&reference=P7-TA-2010-0274&language=EN.
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for incentive compensation and apply them to all such arrangements places a con-
tinuing responsibility on the firms themselves. Of course, considerable oversight is
needed to ensure that a principles-based approach is implemented rigorously. We
have already conducted an extensive horizontal review of compensation practices at
25 large U.S. financial holding companies and have sent detailed assessments to
each firm commenting on their proposals for implementing the principles.

It may well be that over time the two approaches will converge somewhat. For
example, we may determine on the basis of experience with many firms that there
are certain best practices that should at least presumptively be applicable to certain
classes of employees. Similarly, the EU may find that more attention to internaliza-
tion of the principles and customization of appropriate practices is necessary, par-
ticularly as applied to nonexecutive employees. We intend to continue information
sharing and discussions through the FSB and the Basel Committee. For now,
though, there is indeed a difference in approach, one that illustrates the point I
made earlier that there need not be complete harmonization in all prudential regu-
lation and supervision, even where there is agreement on basic goals.

Effect of the Dodd-Frank Act

Of course, concurrent with the efforts of the Federal Reserve and other U.S. agen-
cies to advance the goals of international regulatory reform, the U.S. Congress has
debated and passed the Dodd-Frank Act, creating a comprehensive package of do-
mestic financial reforms.

Many elements of the Dodd-Frank Act align closely with the efforts of the G-20
leaders, the FSB, and the Basel Committee. For example, the act provides the Fed-
eral Government with the authority to subject all financial firms that present out-
sized systemic risks—regardless of whether they own an insured depository institu-
tion—to a common framework of supervision and regulation by the Federal Reserve.
In addition, the act creates a special resolution regime that gives the Government
the capacity to unwind or break apart major nonbank financial firms in an orderly
fashion with less collateral damage to the system. Moreover, the act strengthens the
resiliency of the financial market infrastructure by mandating increased central
clearing and transparency for over-the-counter derivative transactions and stronger
prudential regulation of bank and nonbank derivatives dealers. The act also pro-
vides for the registration of advisers to hedge funds and other private investment
funds, improved regulation of credit rating agencies, and more-consistent oversight
of systemically important financial market utilities.

At the same time, there are aspects of the Dodd-Frank Act that are unlikely to
become part of the international financial regulatory framework. For example, the
act generally prohibits U.S. banking firms (and the U.S. operations of foreign bank-
ing firms) from engaging in proprietary trading and from investing in or sponsoring
private investment funds. The act also prohibits U.S. depository institutions from
entering into certain types of derivatives transactions. In the United States, activity
restrictions have long been a part of the bank regulatory regime, serving to con-
strain risk-taking by banking firms, prevent the spread of the market distortions
caused by the Federal bank safety net to other parts of the economy, and mitigate
potential conflicts of interest generated by the combination of banking and certain
other businesses within a single firm. Many other countries follow a universal bank-
iﬁg model and are unlikely to adopt the sorts of activity restrictions contained in
the act.

Similarly, the Dodd-Frank Act expands the existing 10 percent deposit cap in U.S.
law by preventing the Federal Reserve from approving a material acquisition by a
financial firm if the resulting firm would have liabilities that exceed 10 percent of
the total liabilities of the broader U.S. banking system. Other countries with more
concentrated banking systems are unlikely to impose this type of concentration limit
on financial firms in their jurisdiction.

Again, not all elements of financial reform can be designed on a national level in
a way that is perfectly consistent across countries. The characteristics of each coun-
try’s financial system differ, sometimes significantly. Our challenge is to strike the
right balance between achieving global consistency on the core reforms necessary to
protect financial stability and provide a workably level playing field, and at the
same time providing the flexibility necessary to supplement the common standards
with elements tailored to national financial systems, legal structures, and policy
preferences.

Current and Future Focus of International Regulatory Groups

As my testimony makes clear, the international regulatory groups remain focused
on responding to the crisis. The FSB is pursuing financial reform and working with
the relevant standard-setting bodies to ensure that detailed proposals are developed
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in a timely manner. In some cases, the importance of the issues and the drive to
respond quickly to the crisis have led to a proliferation of international working
groups whose mandates may overlap. While this reaction is natural in the wake of
a crisis, we will need to rationalize the activities of these groups as our focus shifts
from policy development to implementation. So, too, we will need to ensure that the
relatively new members of these groups are fully and effectively integrated into
their activities, including in leadership positions.

It is also important that we not lose sight of the third and fourth goals I sug-
gested for our international cooperative efforts. While much of the effort in the
international groups has recently been focused on negotiating rules and principles
to reform financial regulation, it would be unfortunate going forward if negotiations
were to become the dominant mode of international financial cooperation. We would
not want to crowd out the other valuable aspects of international regulatory co-
operation, including sharing supervisory perspectives on internationally active fi-
nancial institutions and analyzing latent risks to financial stability.

The FSB itself has a valuable role to play by bringing together the international
standard-setting bodies and key national authorities responsible for financial sta-
bility in the G-20 member jurisdictions. Its role might usefully be conceived as
roughly paralleling the role to be played by the Financial Stability Oversight Coun-
cil in the United States under the Dodd-Frank Act. The FSB can facilitate discus-
sion and analysis of emerging risks to financial stability that cut across sectors or
across the jurisdiction of more than one regulator. Because it consists of senior offi-
cials from finance ministries, regulatory agencies, and central banks, it is well posi-
tioned not only to identify cross-cutting risks or regulatory gaps, but also to take
action to address those risks.

Finally, I believe that it will be important for standard-setting bodies such as the
Basel Committee to enhance monitoring of the implementation of the sometimes
complex agreements reached internationally. Where it is difficult for market ana-
lysts and other outside observers to determine if, for example, Basel III capital rules
are being vigorously implemented and enforced, the international standard setters
must themselves develop appropriate monitoring mechanisms. These mechanisms
must go beyond examining whether international standards have been duly incor-
porated into domestic law to consider whether financial institutions are complying
with those standards.

Thank you for again giving me the opportunity to share our thoughts on the
evolving issues in international financial cooperation. I would be pleased to answer
any questions you may have.
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